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SMALL BUSINESS ADMINISTRATION FISCAL
YEAR 2003 BUDGET REQUEST

WEDNESDAY, FEBRUARY 13, 2002

HOUSE OF REPRESENTATIVES,
COMMITTEE ON SMALL BUSINESS,
Washington, DC.

The Committee met, pursuant to call, at 2:00 p.m., in Room
2360, Rayburn House Office Building, Hon. Donald A. Manzullo
(chair of the Committee) presiding.

Chairman MANZULLO. The Small Business Committee will come
to order. We have two panels today. The first panel is Adminis-
trator Barreto. He is going to testify. Members will be able to ask
questions. Then he will be excused. The reason you are all seated
together is that I wanted to move this because we are in the middle
of campaign finance reform votes, and we may be interrupted at
least once and probably twice.

I am going to defer to Ms. Velazquez for an opening statement
and then I may give one later on. Ms. Velazquez.

Ms. VELAZQUEZ. Thank you, Mr. Chairman, and welcome all of
you, and Administrator Barreto, thank you for being here.

We are here today to review the administration’s priorities for
this Nation’s most vital economic enjoin: small business. I need not
remind anyone that small business is big business in America, ac-
counting for almost half our GDP, half our jobs, and 75 percent of
all new jobs created. In a faltering economy, small businesses are
especially important to communities struggling with low growth
and high unemployment. They held us out of recession a decade
ago and into the strongest peacetime economy on record. They did
it before, and they can do it again with a little help on our part.

I would like to welcome Administrator Barreto here today, and
I personally commend you for outstanding leadership in your first
year on the job under the most trying circumstances. Speaking for
my constituents in New York, I want to thank you for your commit-
ment to the recovery of our city. Today we see the difference your
leadership has made. I am pleased that you have prevailed on the
White House to offer a more realistic budget request for the Small
Business Administration this year.

Last year the Bush administration sent us a Draconian proposal
that cut SBA spending in half. That slash-and-burn method of ac-
counting threatened many programs vital to supporting our Na-
tion’s entrepreneurs. I remain concerned that while this current
budget has some positive components, it still shortchanges the fast-
est growing sector of American enterprise: minorities, women and
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low-income entrepreneurs. This budget forfeits our commitment to
those businesses.

The administration and OMB have proposed to zero out a num-
ber of programs dedicated to creating business opportunities and
jobs where our recent prosperity has not reached. The cuts will
eliminate the new markets program, PRIME, BusinessLINC and
the one-stop capital shops. These initiatives are dedicated to focus-
ing financial resources on small businesses in low-income commu-
nities.

The President says he wants to create new jobs. He should sup-
port the programs doing just that in neighborhoods that need jobs
the most. But the most glaring ongoing problem facing us is the
treatment to the 7(a) program. Last year the administration tried
to kill this program outright by imposing new costs. This year they
are trying a new tact by cutting the program in half. Either way,
old or new tricks, the outcome is the same. Small business’ access
to capital is blocked.

Last year we worked in a bipartisan fashion to make the 7(a)
program more affordable for both the lender and the borrower by
reducing the cost of the program, which I might add even the CBO
said continues to overcharge lenders and borrowers by $1 billion.
This overcharging is the result of a miscalculated subsidy rate. In-
stead of providing an accurate subsidy rate, this administration in-
stead chooses to play Russian roulette with the 7(a) program, and
I believe we need to be clear about just exactly what it is—it is tax,
yes, it is a tax—and what it will do to small businesses. This tax
results in $5 billion less in available capital for those businesses.
That money could be pumped into the economy through small com-
panies to create jobs. Instead, the ongoing miscalculation means
that the field of dreams will go fallow, as $5 billion do nothing but
sit in a ledger somewhere.

I want to be clear. While the Bush administration may have in-
herited this problem, it is clearly your problem alone now, and
there is only one solution: Fix the subsidy rate. Members of this
Committee will tolerate nothing less. It is time that we stop using
small businesses to subsidize the United States Treasury.

Mr. Chairman, this budget request comes at a critical juncture.
While the country tries to recover from the recession, we should be
looking for every tool available to shore up the foundation of our
economy and prosperity, American small businesses and entre-
preneurs.

I think this budget request goes far to recover from last year’s
damage, but much more can be done. I would like once again to
reiterate my appreciation for the administrator’s hard work and
leadership during a very difficult time, and look forward to cooper-
ating with both Administrator Barreto and you, Mr. Chairman, to
solve the problems that face us. Thank you.

[Ms. Velazquez’s statement may be found in appendix.]

Chairman MANZzZULLO. Thank you very much. I went over the
budget, and everything looks good, and my only comment is that
there is a problem with the subsidy rate. But for the first time in
8 years there is a continued and earnest dialogue going with OMB,
the SBA, and our office, with a trustworthy promise that the sub-



3

sidy rate is going to be not only seriously addressed but is going
to be fixed. I look forward to your testimony.

Administrator, if the bell goes off, we will just play it by ear.
Thank you.

[Mr. Manzullo’s statement may be found in appendix.]

STATEMENT OF HECTOR BARRETO, ADMINISTRATOR, U.S.
SMALL BUSINESS ADMINISTRATION

Mr. BARRETO. Thank you very much, Mr. Chairman, Ranking
Member Velazquez, and members of the Committee, for inviting me
here today to discuss the President’s budget request for the SBA
for fiscal year 2003. To paraphrase President Bush, there are no
Democratic solutions to small business issues, nor are there Repub-
lican solutions. There are only solutions. Year after year, the mem-
bers of your Committee have recognized this and have consistently
reached consensus instead of conflict. America’s small businesses
are better off today as a result of your working together. I know
we can continue that tradition.

It is in this spirit that I respectfully ask for your support of the
President’s budget request of $798 million for the SBA. The Presi-
dent has increased the SBA’s budget to provide capital and tech-
nical assistance to small businesses and disaster victims so that
the SBA may continue making services available to those that need
them the most.

This budget reflects the President’s commitment to economic se-
curity through its support of small businesses and their creation of
new jobs. It supports the President’s role of government, a role
which is not to create wealth, but is instead to create an environ-
ment in which entrepreneurs can thrive.

Before we continue our discussion on fiscal year 2003, please per-
mit me to take this opportunity to commend the many Federal dis-
aster relief workers for their role after the attacks of September
11th. In the immediate aftermath of this unprecedented attack on
American soil, the SBA mobilized both its disaster and district of-
fice employees to open up some 40 temporary disaster assistance
offices in New York City and Virginia. Through the dedication of
SBA employees, we have delivered to date more than $458 million
in disaster loans nationwide; approximately $271 million in dis-
aster loans in New York; and $9.5 million in Virginia and $177 mil-
lion elsewhere throughout the country.

I am pleased to say that the SBA was on site on September 12th
and in many cases canvassed the area, door to door south of Canal
Street and beyond, distributing disaster loan applications to small
business owners. These dedicated men and women of the SBA
worked tirelessly to distribute applications, answer questions,
verify damages and process and disburse loans, placing the success
of the mission above any personal consideration. The SBA family
continues to work long hours, without seeking recognition for their
tremendous efforts.

The SBA also rolled out an unprecedented nationwide expansion
of the Economic Injury Disaster Loan program to help those small
businesses across the country that were adversely affected by the
events of September 11th. I am proud to lead an agency that em-
ploys such loyal, dedicated, and caring employees. I know you join
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me in the sentiment and share our commitment to continuing this
important work on behalf of impacted small businessmen and
women across our country.

Having said that, I now want to address 7(a) funding. In fiscal
year 2003 for the first time in many years, the SBA and the Office
of Management and Budget worked to make the subsidy rate cal-
culation more accurately reflect changes in the program. In fur-
therance of that goal, we have contracted with the Office of Federal
Housing Enterprise Oversight to create an econometric model to
determine the subsidy rate for fiscal year 2004. In the interim, our
calculation for fiscal year 2003, which weighs preferred lender
loans in proportion to participation in the program, produced a sub-
sidy rate estimate of .88 percent. That is a 20 percent decrease.
With the requested appropriation of $85.36 million for fiscal year
2003, this would have resulted in a 9 percent increase in loan vol-
ume, producing a record level of loan authority.

However, recently passed legislation subsequently reduced the
fees paid by borrowers and lenders for a 2-year period beginning
in fiscal year 2003, resulting in a doubled subsidy rate of 1.76 per-
cent and a 7(a) program level of $4.85 billion.

While this statutory change poses a significant challenge to the
SBA in satisfying increasing loan demand, we believe that other re-
cent legislation will help us meet this demand. The combined budg-
et authority for the 7(a) program in fiscal year 2002 equals a pro-
gram level of $13.84 billion. Adding this amount to the fiscal year
2003 program level produces a 2-year program level with an an-
nual average of $9.34 billion. This is consistent with historic levels.
While we anticipate a program level of $10.5 billion in fiscal year
2002, we expect a $2 billion in guarantee authority carry over from
fiscal year 2002 to support a nearly $7 billion program level in fis-
cal year 2003.

The current challenge creates an opportunity to examine the 7(a)
program to ensure its continued relevance in the current market-
place. One of our concerns is the relationship between the 7(a) pro-
gram and the 504 Certified Development Company. 7(a) and 504
in some ways compete with each other. The 504 program, formed
specifically for job creation, provides financing for real estate and
major fixed assets.

We have determined that the 504 program is not reaching its full
potential. For example, over 40 percent of the loans provided under
7(a) are large real estate loans, many of which our 504 program
could accommodate. Steering those larger real estate loans to 504
will assist our goal of reducing the average 7(a) loan size from
roughly $244,000 per loan to a more desirable average of around
$175,000. Our aim is to increase the proportion of smaller loans,
the type of loans often the most difficult for small businesses to re-
ceive.

We are looking at ways to encourage lenders to make smaller
loans. Doing so will enable us to better provide loans to small busi-
nesses, the businesses that represent 99 percent of all employers
and 52 percent of the private work force. An Inc 500 study has
shown that a majority of the fastest growing companies started
with less than $50,000 in capital. Reducing the average loan size
in the 7(a) program will make the SBA an even greater engine in
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creating jobs and providing for the Nation’s economic security. We
are confident that our lending partners will work with us to ensure
that more businesses which need 7(a) assistance will be able to re-
ceive it.

As with 7(a), we have contracted with OFHEO to create an econ-
ometric model for the 504 program subsidy rate. We will imple-
ment the results in fiscal year 2005, a year later than implementa-
tion for the 7(a) subsidy rate, to give us time to evaluate the re-
sults of using this model on the 7(a) program before using it on ad-
ditional programs.

As we attempt to implement these and other reforms to our fi-
nance programs, we will work closely with you in Congress to en-
sure that these programs retain their crucial role in assisting small
businesses. In keeping with the President’s management goals, we
are restructuring the workforce at the SBA. We are investing in
the workforce now to produce future savings. This agenda includes
increased telecommuting, consolidating servicing centers to reduce
overhead and rent, and improving productivity through the use of
technology.

Managing for results, working with partners to ensure the effec-
tiveness of programs, is another of the President’s management
goals, and I have taken steps to deal with the management issues
raised by the General Accounting Office and the Inspector General.
This budget request includes $1 million for the new Native Amer-
ican Economic Development program, an initiative to establish
partnerships with tribes engaged in economic development activity.

The SBA is dedicated to ensuring that all Native Americans who
seek to create, develop, and expand small businesses have full ac-
cess to the necessary business development and expansion tools
available through agency programs. This program is a comprehen-
sive initiative designed to meet specific cultural needs and result
in small business creation.

The SBA will be looking at doing away with the duplication of
programs and making our core programs more effective and effi-
cient.

SBA will celebrate its 50th anniversary in July 2003. In its half-
century in existence, the SBA has assisted hundreds of thousands
of businesses in their formative stages. Many of those companies
have names with which you are all quite familiar; names like Fed-
eral Express, Intel, Nike, just to name a few.

We are working hard at the SBA to make sure that the agency
retains its leadership position as it looks forward to another half
century and will continue to provide crucial assistance to the next
Federal Express or the next Intel. As I have taken a close look at
our programs and services through my first year as administrator,
I have seen what the SBA can do and what the SBA needs to do
to keep its programs in tune with the ever-changing economy.

We cannot do this alone. I know that I have spoken with some
of you individually, but I want to take this opportunity while we
are all here together to enroll you in these efforts. We have an op-
portunity together to look back at successes, to identify weaknesses
where they exist, and to position the SBA whereby it can assist in
creating an environment in which entrepreneurship can flourish.
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As I mentioned at the beginning of my testimony, the SBA’s fis-
cal year 2003 request is a good one for small businesses and offers
a beginning point for us to work in tandem with our partners in
Congress to ensure that the SBA remains an effective, relevant
agency that provides 21st century service for the small business
community’s needs. We ask for your support for this budget.

Thank you for the opportunity to appear here today, and I will
be happy to answer any of your questions.

[Mr. Barreto’s statement may be found in appendix.]

Chairman MANZULLO. Thank you, Administrator. I just have one
question. Is it your opinion that based upon moving some loans
from 7(a) to the 504, that there are sufficient resources for the de-
mand for loans for the small businesses in America?

Mr. BARRETO. Thank you, Mr. Chairman. As I mentioned before,
we usually have a program level somewhere in the vicinity of about
$9 billion.

As I mentioned to you, we are looking at a program level this
year of about $13.8 billion. We expect a loan volume level this year
of $10.5 billion. That is going to give us a carry-over of about $3.3
billion. However, because the subsidy rate will go up in fiscal year
2003, the authority that will roll over from this year to next will
be about $2 billion. That is going to get us pretty close to $7 billion
in loan volume for fiscal year 2003. We also think that we are
going to have excess authority in the 504 program which will get
us pretty close to that $9 billion level. If historic performance is a
good indicator, we should be pretty close to what we are going to
need.

Chairman MANZULLO. Ms. Velazquez, did you want to start now
with your questioning or should we go vote and come back?

Ms. VELAZQUEZ. I guess that we should go vote and come back.

Chairman MANzULLO. Okay.

Ms. VELAZQUEZ. I have a lot of questions.

Chairman MANzZULLO. Okay. We will be right back.

Mr. BARRETO. Thank you very much, Mr. Chairman.

[Recess.]

Chairman MANZULLO. I will call the Committee back to order.
And, Ms. Velazquez.

Ms. VELAZQUEZ. Mr. Barreto, I have a lot of questions on the
budget, and I want to really acknowledge the great effort that you
put into this budget and the great work that you have done in ad-
dressing the 7(a) fees and the work that we did with OMB. But
today you are sitting here in the hot seat, and I guess that I have
to ask all these questions to you, and I want for you to understand
that there are some issues that are very important to this side of
the aisle, and so let us go.

Last year you spoke before the lending industry and stated that
the subsidy rate will be cut in half. Now we get this budget that
prop(c)lg,?es to increase the subsidy rate by 70 percent. What hap-
pened?

Mr. BARRETO. I do remember speaking at NAGGL in San Fran-
cisco, and that was a great opportunity for me to meet with our
partners, have an opportunity to meet with the board and really
introduce myself to them, and also make a commitment to our
partners. We know that we cannot do it alone. We are only as
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strong as the partnerships that we have, and I think we have had
a very good partnership with the banking industry.

In that speech I talked about our commitment to working with
OMB on this subsidy rate. It is vital for us that the subsidy rate
be reflective of what is actually happening. You know, in my time
that I have been here, I am into my sixth month, I think we have
made some progress with OMB, but it is a process. It is a process
that we are committed to. I said in the speech that we hoped to
reduce the subsidy rate up to 50 percent. And that was something
for which we were very hopeful. And obviously when OMB is going
through their process of developing the subsidy rate, it is a very
complicated process. A lot of information goes into it. We were able
to get a reduction of 20 percent in that subsidy rate, and all things
being equal, we were anticipating a new subsidy rate of .88——

Ms. VELAZQUEZ. I am talking to you about this budget.

Mr. BARRETO. Yes. I am saying that subsidy rate we had of .88
with the budget that we submitted early on would have accommo-
dated an authority of about $9.7 billion. With the advent of the leg-
islation that passed at the end of the year, that lowered fees to the
borrower and the lender, with that new development, OMB raised
the subsidy rate to 1.76 percent. That is what is causing our de-
crease in the total amount of lending authority that we have.

Ms. VELAZQUEZ. Mr. Barreto, our responsibility here—I am sorry
that I have to interrupt you.

Mr. BARRETO. No. Please.

Ms. VELAZQUEZ. Our job is to pass legislation, and in light of the
poor record, we determined that participants were grossly over-
charged, and with the passage of S. 1196, there existed a great op-
portunity to fix the subsidy rate, and you failed to do so. So instead
the administration decided to chop the program in half, and then
SBA had weeks and weeks to comply with this policy. And rather
than fixing the subsidy rate, you chose to cut the program in half.

Mr. BARRETO. We didn’t cut the program in half. When we sub-
mitted our budget request, it included more money than was ap-
proved in the prior year. That level would have accommodated a
budget authority for our 7(a) program of $9.7 billion.

Ms. VELAZQUEZ. Okay. Mr. Barreto, I would like for you to talk
to us a little bit about how the subs1dy rate is calculated, for the
loan programs’ default rates drive the subsidy calculation. I would
like you to clarify a couple of points for the Committee regarding
defaults. It is my understanding, based on the assumption you
have provided to the Committee, that the default rate for 7(a) is
12.87. Is that correct?

Mr. BARRETO. Yes, it is. I believe the default rate has actually
gone down over time. So 12.87——

Ms. VELAZQUEZ. So for fiscal year 2000, I want to direct you to
an internal SBA memo, or document, where the expected default
rate is listed at 8.1 percent. Using a default estimate of 8.1 with
your 2003 model would in fact reduce the subsidy rate by 150 basis
points to between .25 and .3. That is a huge discrepancy, isn’t it?
That is not—and let me just finish this. Let us not limit it just to
the 7(a) program. For the 504 program, you list a default rate of
8.3, but on page 49 of the agency’s budget, you state defaults
amount to about 60 to $70 million annually. This is in clear con-
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trast to the figures provided by the industry that show a default
rate of less than 3 percent.

Mr. BARRETO. Congresswoman Velazquez, first of all, let me say
that I have spent a lot of time with our folks talking about the sub-
sidy rate, analyzing it, seeing what we can do better to work with
OMB so that we can reduce it. There are a lot of factors——

Ms. VELAZQUEZ. Mr. Barreto, I am sorry. Would you please an-
swer my question? Can you please reconcile these discrepancies for
the Committee, because from where I sit, it looks like the agency
is keeping two sets of books. I want to ask you, who has ownership
over the subsidy rate, SBA or OMB?

Mr. BARRETO. We work together on that, Congresswoman, and as
you very well know, there are lots of factors that go into calculating
the subsidy rate. One of them is the default factor. The other ones
are the fees that are charged on those loans. All of those things are
factored in. And you also realize that we are talking about a look-
back period of a number of years, and so all of those things factor
into the subsidy rate.

I will confess, I am not an economist, and it is one of the reasons
why we felt it was so important for us to outsource the study of
our subsidy rate to OFHEO. OFHEO is going to do very sophisti-
cated econometric models that I think will probably enable us for
the first time to get some very, very accurate measurements.

With regards to the figures, obviously the SBA does not keep two
sets of books. We would be more than happy to provide you a com-
plete clarification on all of the numbers that you asked for. If you
would like, I have with me today Dr. Lloyd Blanchard—we are very
fortunate to have Dr. Blanchard with us. As you know, Dr. Blan-
chard worked for the Office of Management and Budget, is a sub-
sidy rate expert, and is now working for us as our Chief Operating
Officer. We are very glad to have him on board. Not only is he a
very talented manager and executive but somebody that truly un-
derstands all of the intricacies on how these subsidy rates are cal-
culated and somebody that I think will be able to help us to make
that progress that I know you and I are both committed to.

As I said, this is a process that will continue. This subsidy rate
issue, I know, has been something that has troubled this Com-
mittee for many, many years.

Ms. VELAZQUEZ. Let me just share with you that last year at the
semiannual meeting of the 7(a) lenders, a former OMB budget ex-
aminer of SBA said that OMB first decided upon the 7(a) policy it
wants, then can cut the subsidy number to support the policy, and
this is why we have progress default numbers going into the sub-
sidy model. So that doesn’t look like a partnership to me. They de-
cide, OMB, the policy on 7(a), and then they cut the numbers.

Mr. BARRETO. I can’t speak to what has happened with OMB in
the past. I can speak to the relationship that we have with OMB
now. This administration has been on board for a year, and I will
tell you that when I first got on board, our folks weren’t talking
with OMB on a very consistent basis. That is completely changed.
We are working very closely with OMB, and I think that OMB
shares our interest to make sure that we have a model that is
much more reflective on the actuality of the results.
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Ms. VELAZQUEz. Well, I guess that—look, I know that you are
not going to answer my question. You know, you provided this—
these are the numbers provided by your agency. Here you have got
12.7, and on the other one you have 8.1. These are not my num-
bers. So, Mr. Chairman, I guess that we have here the wrong per-
son. We need to bring OMB, the director of OMB here, and the eco-
nomic adviser, so that we can get to the bottom of this issue.

Chairman MANzZULLO. I agree. I think we have got a spot 2
weeks from now, and let us bring him in. What is the date that—
D01}11g? Two or three weeks from now was—what date is it? March
27th.

Ms. VELAZQUEZ. We will have the commissioner down here and
Mr. Lindsey.

Chairman MANzZULLO. Oh, bring them all in. Let us get this
thing cleared up once and for all. If someone is cooking the books,
they can fry some cake here.

Ms. VELAZQUEZ. I haven’t finished, Mr. Chairman. Okay. Great.

Mr. Barreto, now I want to talk to you about the priority issue
you proposed in your proposed regulations that you issued on Janu-
ary 28th that established parity between the 8(a) program and the
HUBZone program. You and I had a meeting on this, and I made
myself very clear to you, but to be on record, it is my opinion that
you are putting something in place that is contrary to the agree-
ment made between the House and the Senate in 1997. I am not
working on this issue today. I have been working on this issue
since I first came to this Committee, and it was because I raised
the issue with Aida Alvarez, the previous administrator. We got
into an agreement with the Senate in which it was clear that it
was not the intent of Congress to bring parity into this issue and
to put the HUBZone program and the 8(a) program on equal foot-
ing.

So in fact what you are doing with this regulation by—you are
doing something by regulation that Congress wouldn’t do in 2000.
This proposal was rejected in a bipartisan fashion, and you are also
doing something here that the courts wouldn’t do, at a time when
doors to the 8(a) program decline by half a billion dollars. And I
hope that your legal counsel is here. Is he here?

Mr. BARRETO. No, ma’am, he is not here.

Ms. VELAZQUEZ. Well, he should read the record. From fiscal year
1999 to fiscal year 2000, the numbers of 8(a) have declined by 34
percent over the past 3 years. You really couldn’t have picked a
worse time to impose something that will further harm the pro-
gram, probably past the point of repair.

In your testimony, you state that many 8(a) companies are lo-
cated in areas designated as a HUBZone. Well, the figures I got
from SBA tell me that less than 25 percent of 8(a) firms are eligible
as HUBZone companies, and only 17 percent of 8(a) firms are cer-
tified in the HUBZone program, far from many.

You also state in your testimony that your goal is to treat the
8(a) program and the HUBZone programs equally and not as com-
petitors.

What you have done with your proposed regulations is the exact
opposite, creating increased competition. Given this reality, why
are you moving forward with this?
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Mr. BARRETO. Thank you, Congresswoman Velazquez, and I do
appreciate the opportunity that we had to talk about this issue last
week. First of all, I want you to know, and I know that you do
know this, that I am committed to creating contract and procure-
ment opportunities for small business every possible way that we
can. Our intention by coming out with this clarification—and that
is the reason that we did it. There was a lot of confusion. Does
HUBZone have priority over 8(a)? Does 8(a) have a priority over
HUBZone? Which one is the program? And everything that our
general counsel has told us in reviewing the regs and the law is
that the actual clarity would be to state for the record that neither
one of those programs has a priority over each other.

Ms. VELAZQUEZ. Sir

Chairman MANZULLO. I am going to have to interrupt at this
time. We are going to be met with the tyranny of time, and we
have a witness that is here from Oklahoma. We are going to have
one more vote, then we are going rapid fire on 20-minute votes in
a row, and before we lose all of our time here, I am going to have
to reclaim the time.

Ms. VELAZQUEZ. Mr. Chairman, this is a very important
issue

Chairman MANZULLO. No. I understand it is important, but here
is what I am going to do. On February 27th, we are going to have
the OMB here and the SBA, whoever is in charge of size standards,
whoever you want. You let me know from OMB, and we will have
them here to clear this up.

Ms. VELAZQUEZ. This is an issue——

Mr. WILKINSON. Mr. Chairman, there is a Senate hearing also in
the morning. On the morning of the

Chairman MANZULLO. Well, that is fine. We will do it in the
afternoon. We will be here all day. Dr. Gram has said he would
come.

Ms. VELAZQUEZ. Mr. Chairman, [——

Chairman MANZULLO. I have got to be fair to these other wit-
nesses, Ms. Velazquez. I know this is extremely important to you.

Mr. Davis, do you have any questions? We have no questions
down here. If you wanted to yield your time to Ms. Velazquez, or
whatever you want to do or—wait a second. I am sorry. Mr. Bart-
lett had one question.

Mr. BARTLETT. Yes. Thank you very much. As you know, we are
increasingly losing our noninformation technology base to overseas.
This is becoming a national security issue. We cannot be dependent
on technologies from overseas to meet our national security inter-
ests. Some of these small business contractors—and many of them
are small business. Some of these contractors cannot remain in
business to make sure that we have an industrial base necessary
to meet our national security needs without some help. They need
help in terms of grants.

Now, this is a national security issue. How do we get you all
working with the Defense Department so that we can keep some
of these companies—one, for instance, is a small business that does
Milspec aluminum casting, almost unique in this country. A lot of
people do aluminum casting. It is not Milspec and it will not meet
the requirements of the military. He is going to be out of business
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unless we can find a grant for him somewhere, and then the mili-
tary is going to have to go overseas somewhere for Milspec alu-
minum castings.

We shouldn’t have to do this. It is the wrong thing for our coun-
try to be increasingly dependent on overseas firms to produce some
of these components that we use in our military systems. How can
you all work with the Defense Department to identify areas in
which you can make monies available in the form of grants rather
than contracts?

Mr. BARRETO. Thank you, Mr. Congressman. We are working
with the Defense Department, and we are aware of this issue. And
I couldn’t agree with you more. I think that there is a national se-
curity issue with regards to small business being able to compete
and have a level playing field.

One of the things we have done is have the Defense Department
over to our shop at least two or three times already. We are having
ongoing dialogue with them, and we are talking to them about a
whole host of issues. Obviously we already are doing some tech-
nology grants through our SBIR program, through our STTR pro-
gram which is very important, but we need to be looking at every-
thing we are doing with regards to contracting.

We have had some good feedback. What we are saying to the De-
fense Department that small business has to be part of this solu-
tion. They are the engine that drives our economy, and they need
to be part of this. And they agree.

One of the things that we are planning on doing, coming up later
this year, is we are going to have a procurement expo, if you will,
an opportunity here in Washington, D.C., which we would love for
you to participate in, we invite the whole Committee to participate
in, where we bring together buyers from the Defense Department
and match them up with small businesses on a whole variety of
issues, not just procurement. But we also want to talk about ven-
ture capital, access to capital, and technical assistance.

We think those kinds of efforts, bringing people together, facili-
tating relationships, will create the right kind of synergy so that
we can get more results. We are moving in that direction. We are
committed to it and any input or ideas that you would like to pro-
vide, we would be happy to receive them.

Mr. BARTLETT. If it is okay, I would like to introduce you to this
specific individual problem as an example of the kind of problem
that we face pretty much across the spectrum, of trying to keep
these real specialty small businesses in place so they can meet our
national security needs. We will interface with you directly if that
is okay.

Mr. BARRETO. Absolutely. I would be happy to receive that, Con-
gressman.

Mr. BARTLETT. Thank you.

Mr. BARRETO. Thank you.

Mr. BARTLETT. I would like to yield the balance of my time to
Ms. Velazquez.

Chairman MANZULLO. Ms. Velazquez, about 3 minutes.

Ms. VELAZQUEZ. Thank you, sir. Well, I want to state for the
record that this is a very important issue for our members, and I
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would like to request to hold a hearing on the HUBZone and 8(a)
programs.

Chairman MANZULLO. We will take a look at that. I can’t promise
it. I just gave a hearing on February 27th at which OMB will have
a witness. That is pretty good.

Ms. VELAZQUEZ. Well, you didn’t give it to me, sir. You are giving
it to small businesses who are paying, who have been overcharged,
not to me. What we need to do

Chairman MANZULLO. Ms. Velazquez, it is at your request.

Ms. VELAZQUEZ. Okay. Mr. Barreto, let us talk about the 8(a)
program again and the HUBZone programs. You just stated that
there was some confusion in terms of clarity in the language. So,
you know, I am not a lawyer, but when it comes to legal opinions
in this town particularly, we could make a joke about how many
and different opinions there are. So bring to me and clarify for this
Committee, how did you arrive at the conclusion that it was the
intent of the United States Congress to bring parity for the 8(a)
and the HUBZone programs?

Mr. BARRETO. Our general counsel provided a chronology of all
of the legislation, when it was enacted, and what the spirit of the
legislation was attempting to do. And one of the things that he
communicated to us was that we were obligated to provide a clari-
fication on this issue. And, again, I want to state for the record,
at no time do we want to undermine the 8(a) program. The 8(a)
program is a very important program.

We know that the 8(a) program has been sliding, as you have
said, Congresswoman. We are very, very aware and focused on
that. We don’t think that it has been sliding because of HUBZone.
We think that it has been sliding because of government credit
card purchases, multiple award contracts, government-wide acqui-
sition contracts, Federal supply schedule contracts, and, you know
as well as I do, contract bundling. All of those issues have affected
the 8(a) program.

We are tackling that issue on two fronts. First we are looking at
what we can do on each one of those so that we can stop the bleed-
ing, if you will. The second thing that we know that we have to
do because the 8(a) program has been a great program——

Ms. VELAZQUEZ. Sir, but I am asking you, how did you arrive, or
your legal counsel, to the conclusion based on this statute? Tell me
where in the statute are you obligated to issue regulations that will
bring parity to——

Mr. BARRETO. I would be more than happy, Congresswoman, to
provide you a copy of that chronology and the legal brief that our
general counsel——

Ms. VELAZQUEZ. No. I can read your legal brief. Tell me in the
statute where do we say—where do we say that it calls for this reg-
ulation so that we bring parity into this?

Mr. BARRETO. One of the concerns—in this legal opinion that was
written, was that there was a possibility that HUBZones could give
priority over any other contracting program; i.e., 8(a). And so one
of the things the proposed rule does is let us clarify that. You
know, HUBZones does not have priority over the 8(a) program.
These programs are a parity
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Ms. VELAZQUEZ. Okay. Let me read for you what it says, what
the statute says. It says that notwithstanding if you are going to
apply—based upon the fact that paragraph 31(b)(2)(8) states, not-
withstanding any provision of law, the contracting officer may—it
doesn’t say “shall”—may award sole-source contracts to qualified
HUBZones. Can you explain that to me?

Mr. BARRETO. No, ma’am. I don’t have that in front of me. And,
again, when we are interfacing with our Federal procurement rep-
resentatives, at no time do we say this program should get most
of the contracts. In fact, oftentimes what will happen is that the
contracting officer will make a determination based on what goals
are not being met inside of the agency. We at no time want to un-
dermine the 8(a) program or give any signal that 8(a) contractors
need not apply—

Ms. VELAZQUEZ. Mr. Barreto

Chairman MANZULLO. I am going to give a signal here. We have
to conclude this hearing within 40 minutes.

Ms. VELAZQUEZ. I am going to ask for a

Chairman MANZULLO. No. I understand that, but I am going to
have to deny it at this point. I have been very generous on time.

Ms. VELAZQUEZ. I am going to ask for an extension on the com-
ment period from 30 days to 90.

Chairman MANZULLO. Oh.

Mr. BARRETO. Ms. Velazquez, I will be glad to work with you. I
will go back to our legal counsel and see where we are in this
whole process, and whatever we can do to help you—you know, I
understand the position that we took. We will be more than glad
to do that.

Chairman MANZULLO. Thank you.

Ms. VELAZQUEZ. It is your decision, Mr. Chairman.

Chairman MANZULLO. No. I am the Chairman. He is the admin-
istrator.

Ms. VELAZQUEZ. No. Mr. Administrator.

Chairman MANZULLO. He might as well be the Chairman. He has
got the power here.

Mr. Davis, do you have a couple of questions?

Mr. Davis. Yes, I do. Thank you very much, Mr. Chairman,
and——

Chairman MANZULLO. Can you push the mike closer to you?

Mr. Davis. Well, I will tell you, it generally works anywhere I
put it.

Notwithstanding your intent, all of the analysts that I have spo-
ken with, all of the experts, all of the business groups, have pretty
much concluded that the reg that you are proposing will in fact un-
dermine or do damage to the 8(a) program. That is their conclu-
sion. I mean, for the last several days that is all that I have been
hearing. I mean, that is what the telephone calls that I have been
getting have been suggesting. And I know that you have indicated
to the Ranking Member that you are willing to work with that and
to look at it and try and see whether or not it can be rethought,
and I appreciate that.

Then I will go on to my next question. In all of the years that
I have been working with small businesses, especially those in low-
income and distressed communities, one of the biggest problems
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that are always raised is the issue of access to capital. I am saying
people are wringing their hands, weeping and wailing, moaning
and groaning, gnashing of the teeth, access to capital, I mean,
that—and yet I am having difficulty understanding how we could
propose not to fund the venture capital new markets proposals and
programs that some of us have been working on now for the last
several years and felt so good when finally on the last day of the
session, the last session of Congress, they were passed, and we
were all gleeful and thought that something had been accom-
plished. What is the difference now as opposed to then?

Mr. BARRETO. Thank you, Congressman, for the question. I
couldn’t agree with you more. I think venture capital is very, very
important. Everything that we know about venture capital shows
that when a company receives it, their chance for success over the
future multiplies exponentially. In period of 3 years, they have 100
employees and they are well on their way.

The problem and I think that you are alluding to this—is that
venture capital hasn’t gotten to every community. I am originally
from California, and California had the benefit of receiving a lot of
venture capital, especially in Silicon Valley and other places in
California, but not every community got it. I think it is important
that we are looking at our programs, especially as it relates to ven-
ture capital.

New Markets Venture Capital was a pilot program that we im-
plemented. We are reviewing that program right now. We are mak-
ing sure that it works and that it does everything that it is sup-
posed to do to get venture capital into those communities—not only
because it is the right thing to do, I think it is the right thing to
do—but because it is the smart thing to do.

We are also working with our general venture capital commu-
nity. I saw Lee Mercer a little while ago. I had an opportunity to
address his members at their national convention, and I talked
about this issue.

Mr. Davis. I can agree with that, but how do you reclaim much
of distressed America if there is no special focus put on those areas
and those communities which have problems that are unique based
upon all of the things that have been happening?

For example, in my congressional district, we have lost over
120,000 manufacturing jobs in the last 30 years. One hundred and
twenty thousand. Something has to help stimulate activity in an
area like that, and so I have real difficulty.

And I will just end up with a program that doesn’t cost anything
hardly, something like BusinessLINC. I mean, you can take a little
bit of money—we have got a big announcement coming up this
month where RR Donnelly & Sons, one of the biggest corporations
around, has linked up with a small printing company, minority
company, and as a result they are going to be able to expand their
operation threefold. And so Donnelly is feeling real good about this,
but they did it on their own. I am saying they did it without any
assistance from SBA. Think of what could happen if there was
some assistance, just to link these kind of opportunities together.
It would cost minimum money, practically nothing.

Chairman MANzULLO. We are at the end of your time there. Did
you want to respond to that?
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Mr. BARRETO. I would be happy to.

Chairman MANZULLO. Do it very shortly.

Mr. BARRETO. We still have $29 million in appropriations for fis-
cal year 2001 for the new markets. Obviously we will work very
closely with our new markets department to make sure that we are
doing everything that we can to make that program successful.

With regards to BusinessLINC, I agree with you. These kinds of
mentoring opportunities are invaluable, and we are committed to
that. We have a lot of programs in place that provide mentoring
type of opportunities. The SCORE program is a great example of
that, 12,000 SCORE representatives mentor small businesses every
single day, and we will continue focusing on those kinds of opportu-
nities. I thank you for the question, Congressman.

Chairman MaNzuLLoO. All right. If you could go ahead, and we
have got to move very quickly. The second panel. Otherwise we
won’t be able to take their testimony.

Mr. CHABOT. I know you are trying to move this along, so I will
be very brief and just ask one question for the administrator. Mr.
Barreto, in the status report on selected programs in the budget,
the assessment for performance of small business development cen-
ters, the SBDCs, is, quote, unknown. Could you elaborate on how
the performance of an SBDC is evaluated and determined?

Mr. BARRETO. Thank you very much, Congressman, and I will try
to make this brief. We have a great partnership with SBDCs.
There are over 1,000 in the country, and last year we served about
660,000 small businesses. It is the place that we touch the most
small businesses. We have a great relationship with SBDC, with
Don Wilson and his team, and we are going to continue working
with them. We ask for information on a periodic basis. At the same
time, we understand that we need to be very careful on how we ask
the information so it doesn’t violate anybody’s privacy rights.

It is our attempt to make sure that we are getting the necessary
intel, if you will, so that we can continue making the program bet-
ter and serve even more small businesses, make sure that commu-
nities all across the country and every community are receiving
these very valuable services. I would be glad to provide you with
a list of all the information that we request and the reports that
we generate based on that information.

[The information may be found in appendix.]

Mr. CHABOT. I would appreciate that. Thank you. And I will yield
back the balance of my time, Mr. Chairman.

Chairman MANZULLO. Mrs. Tubbs Jones. I would like to move to
the next testimony here.

Mrs. JONES. I only have one question.

Chairman MANZzZULLO. That is fine, if you could make it quickly.

Mrs. JONES. I absolutely will, Mr. Chairman. And today seems
to be the day for Subcommittee hearings on budgets, and unfortu-
nately, that is what happens.

Good afternoon, Mr. Secretary. How are you? My area of focus
is specifically on a request that I made to you previously, Mr. Sec-
retary, with regard to credit unions having the ability to admin-
ister the 7(a) loan program. And the reason I proposed that is be-
cause in many communities across this country, there are no bank-
ing institutions who are willing to administer such small loans. I
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made an inquiry at the last hearing we had. I sent a written letter
asking you to do it administratively, and I haven’t heard back from
you. Can you tell me why?

Mr. BARRETO. Yes. It is great to see you again, Congresswoman,
and thank you very much for the question. And I know that this
is a very important issue, something that is very near and dear.

We had a great meeting with the Federal credit unions about a
month ago, and we will provide you with a status of that meeting.
We had a very productive dialogue. I thought it was a very impor-
tant conversation.

We have received requests from other credit union organizations
as well, and we are in the process of setting up those meetings.
One of the things that we are in this process of doing is a due dili-
gence, making sure that we understand all the issues and what
ability do we have to change our processes, our regulations.

The last thing I want to say on that, Congresswoman, is that we
finally have our Associate Deputy Administrator on board. He is
here today. Ron. And Ron now is taking
lkMrs. JONES. Raise your hand, Ron, so we know what you look
ike.

Mr. BARRETO. Ron is somebody that we are very happy to have,
a banker’s banker, if you will, somebody with a long history in the
financial services market. He is working on this issue now. We will
be following up with those meetings with the credit unions and will
provide you with a status report in the very near future.

Mrs. JONES. Ron, that lady in the gold suit is my legislative di-
rector. I want to have her make an appointment to come see you.

Thank you, Mr. Chairman. That is my only issue.

Chairman MANzULLO. Thank you very much, Mr. Barreto, for
your testimony. If you can join us on the 27th.

Mr. BARRETO. I would be happy to.

Chairman MANzZULLO. That would be fine, but I won’t have you
join us on March 6th.

Mr. BARRETO. Thank you very much.

Chairman MANzZULLO. Mr. Barreto and his wife are expecting
their third child on the 6th.

Mr. BARRETO. Thank you, Mr. Chairman. I appreciate it.

Chairman MANZULLO. Appreciate your testimony.

Mr. BARRETO. Thank you, Congresswoman Velazquez.

Chairman MANZULLO. And you are excused. Thanks again.

I am going to go first with Mr. Wilkinson. I am going to limit
the testimony to 4 minutes. When you see the red light I am going
to gavel it and I am going to insist on it. You are going to stop
right in the middle of a sentence.

Chairman MANZULLO. You are up, Mr. Wilkinson.

STATEMENT OF ANTHONY R. WILKINSON, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, THE NATIONAL ASSOCIATION
OF GOVERNMENT GUARANTEED LENDERS

Mr. WILKINSON. Mr. Chairman, Ms. Velazquez, and the other
members of the Committee, thank you for inviting me here today
on the fiscal year 2003 budget request. I testified before this Com-
mittee in May 1997 and reported that the Office of Management
and Budget was not calculating a fair, reasonable subsidy rate.
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Since then, NAGGL has testified every single year that OMB con-
tinues to calculate a subsidy rate far in excess of the government’s
cost to the program, and OMB has done it again in this year’s
budget.

In our written testimony for today, the chart on page 1 shows
that the Office of Management and Budget has been calculating a
subsidy rate that has led to all appropriation dollars provided since
1995, plus another $253 million, being returned to the Treasury,
and we believe that the amount that they recognize as a reestimate
is a low number and really should be higher. We anticipate that
number to grow somewhere between $1.8 billion and $2 billion.

Mr. Chairman, this is simply not fair. It is not reasonable. It is
a tax on small business and the lenders who provide 7(a) loans.

Mr. Chairman, we want to thank you for your efforts last year
to get report language in the fiscal year 2002 Treasury, Postal ap-
propriation bill. We have appreciated the Senate requesting a GAO
review of the subsidy calculation last year and for holding a round-
table hearing last September. We appreciate the tough comments
from both sides of the aisle directing OMB to get their act together
and calculate a fair and reasonable subsidy rate. But, Mr. Chair-
man, they have ignored it all. Not only are users of the 7(a) pro-
gram being taxed, OMB has now ignored the wishes and directives
of Congress. It is simply time for a solution.

We must find a way to make the Office of Management and
Budget accountable for the decisions that they make. Maybe we ac-
complish this in the fiscal year 2003 Treasury, Postal appropriation
bill. Perhaps it is the hearing we have coming up on the 27th. Per-
haps it is a review of the Federal Credit Reform Act, because in
our opinion OMB has made a mockery of that act. So maybe it is
time for a change in the Federal Credit Reform Act. But clearly
something must be done to hold OMB’s feet to the fire, make them
accountable for the decisions they are making, and quit taxing
users of the 7(a) program. NAGGL stands ready to work with you,
your staff, and all the members of the Committee to come up with
a solution.

Regarding the particulars of the fiscal 2003 budget request, there
is really nothing in it for the 7(a) program even worthy of a com-
ment. The budget is an attempt to focus the discussion away from
the subsidy rate calculation. It blames Congress for the low 2003
budget levels. It tries to pit one SBA program against another, and
lastly it does not address the long-term credit needs of small busi-
nesses.

For fiscal year 2003, NAGGL requests congressional support for
a $12 billion 7(a) program. SBA anticipates enough carry-over from
this year to fund about $2 billion worth of that demand next year.
So we need to come up with sufficient appropriations to fund an
additional $10 billion in lending for fiscal 2003 at a reported sub-
sidy rate of 1.76 percent. That means we need to come up with
$176 million in appropriations, not the $85 million listed in their
budget request.

Now, we know that the subsidy rate is once again overestimated
because of the high default estimate in the model and that a lot
of these appropriation dollars will ultimately be returned to the
Treasury. But the SBA through its loan programs is the largest
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single provider of long-term credit for small businesses in this
country. The SBA loan programs are needed by small business and
deserve the support of Congress and the administration.

Mr. Chairman, we need your help and the help of all the mem-
bers of this Committee in getting a fair and reasonable subsidy
rate calculation, and we need your help in getting sufficient up-
front appropriations to meet the credit needs of small business next
year. We stand ready to work with the Committee to achieve these
goals. Thank you for having me here today, and I will be happy to
answer any question.

Chairman MANZULLO. Thank you.

[Mr. Wilkinson’s statement may be found in appendix.]

Chairman MANZULLO. Mr. Black.

STATEMENT OF PHIL BLACK, DIRECTOR OF COMMUNITY ECO-
NOMIC DEVELOPMENT PEOPLE INCORPORATED OF SOUTH-
WEST

Mr. Brack. Thank you, Mr. Chair and Congresswoman
Vealézquez. I appreciate the opportunity to present to you guys
today.

I want to talk about programs that are focused on what I would
describe as our pre-rich entrepreneurs, or Low Income Individuals
program that has benefited those that have entrepreneurial spark,
that need access to capital, but in fact they are taken for granted
in our mainstream marketplace.

I want to talk about the SBA Microloan program. I want to talk
about the PRIME program, and I want to talk about the CDFI pro-
gram, as well as the program for Women’s Business Centers.

There is a concern—and around you have written testimony that
details this. We have taken cuts in 2002 in all of these programs,
and there is some concern that there is some duplication in funding
some of these programs. And I thought I would use my few min-
utes that I have to try to dispel some of those myths.

The CDFI program is really designed to help build institutional
capacity in many of our intermediaries, and it is not necessarily
duplicating the work of, say, our PRIME program. Our PRIME pro-
gram—well, let me talk about—I do have some success stories in
here, and I know I don’t have any time to talk about those in de-
tail. But the SBA Microloan program, we are an intermediary, and
what that means is that we borrow the money from the U.S. Small
Business Administration. We pass along no risk to the Small Busi-
ness Administration. We take care of the risk on a local level, and
we take care of any losses. So the government hasn’t lost any
money. We receive a technical assistance grant with that program
to provide vital technical assistance after we make a loan to that
individual who does not have a choice to go to a bank in the main-
stream marketplace, and then we hold their hand. We provide busi-
ness technical assistance to them after the loan is made to mitigate
the risk of default on the loan, but more importantly to make sure
that entrepreneur is successful.

Secondly, we are a PRIME beneficiary this year, the first year
of the program. We understand the program has been cut for next
year, and what that means under the regulations of the SBA is
that if a customer who has that entrepreneurial spark but may
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have some other barriers, who wants to make a go of having a
small business for themselves, who may be a low-income individual
and may not have a pristine credit record, is that we won’t have
any funding to provide technical assistance to help them overcome
the barriers, and most likely they will not receive a loan, so they
will be out of the mainstream marketplace without PRIME.

So there is a misunderstanding about PRIME being duplicative
with the Microloan program, and I would like to see if we could get
the facts correct today.

And the CDFI doesn’t provide any money for—it focuses on insti-
tutional capacity building, not on working with our pre-rich indi-
viduals and families that are looking to have their own small busi-
ness. So, please, I want to emphasize if you will take a look at this.
Help us restore funding so we can work with this marketplace that
without SBA support, without the support from this Committee,
will in fact not receive assistance. Thank you very much.

Chairman MANZULLO. Thank you very much.

[Mr. Black’s statement may be found in appendix.]

Chairman MANZULLO. Mr. Mercer.

STATEMENT OF LEE W. MERCER, PRESIDENT, NATIONAL
ASSOCIATION OF SMALL BUSINESS INVESTMENT COMPANIES

Mr. MERCER. Thank you, Mr. Chairman, and Ms. Velazquez and
members of the Committee. I am pleased to be here on behalf of
the SBIC industry, 434 firms managing 20 billion in venture cap-
ital assets. And we are pleased to be able to say we support the
administration’s budget which will provide $4 billion in new par-
ticipating security leverage and $3 billion in new debenture lever-
age at no appropriations cost to the government and at no increase
in fees to SBICs. So all in all, we believe the budget is a good one.

At a time when the economy needs all the new venture capital
it can get, the budget will be welcome by small businesses. All ven-
ture capital investments fell by 63 percent in 2001, from 199.6 bil-
lion to 36.6 billion. SBIC investments in contrast fell only by 3 per-
cent. So the program is proving to be the most stable platform in
the venture capital area, and truly showing its counter cyclical na-
ture.

That role is particularly important for younger companies seek-
ing capital in the 250,000 to $5 million range, a range that statis-
tics show is not met by non-SBIC venture capital firms. A full 58
percent of all fiscal year 2001 SBIC investments were in companies
less than 3 years old. The average investment was 1 million, and
the median investment sizes were much less.

Of particular interest is the fact that a full 22 percent of the dol-
lars invested, almost $1 billion, was invested in small businesses
located in low- and moderate-income areas as defined by the gov-
ernment. It shows that good businesses do exist in these areas and
that the SBICs are more than willing to support them when they
are brought to their attention.

The administration’s budget will continue the growth of the SBIC
program during a difficult economic cycle. Fifty-one funds were li-
censed in fiscal year 2001, bringing with them a new $1.1 billion
in private capital. We hope to see a similar number of funds li-
censed this year with a similar amount of new private capital.
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Regarding fund-raising, as we did last year, we asked you to help
us change the Internal Revenue Code so that we could eliminate
debenture indebtedness from the class of indebtedness character-
ized as acquisition indebtedness, which creates unrelated business
taxable income for tax exempt investors such as pension funds, uni-
versity endowments, and charitable organizations.

These tax exempt investors provide the majority of capital that
goes into venture capital funds, and if we can eliminate that bar-
rier for debenture funds, we believe that we can have that program
grow at a rate similar to that of the participating security program.

Finally, we applaud the administration for applying more per-
sonnel to the investment division. I testified last year that I
thought this was a very important area. And the administration
has responded. And we also hopefully look forward to a new head
of the investment division. And I spoke with Administrator Barreto
today, and he said they are proceeding as fast as they can. Thank
you very much.

Chairman MANZULLO. Thank you very much.

[Mr. Mercer’s statement may be found in appendix.]

Chairman MANZULLO. Mr. Crawford.

STATEMENT OF CHRISTOPHER L. CRAWFORD, EXECUTIVE DI-
RECTOR, NATIONAL ASSOCIATION OF DEVELOPMENT COM-
PANIES

Mr. CRAWFORD. Thank you, Mr. Chairman. I would like to thank
you, Chairman Manzullo and Ranking Member Velazquez, as well
as the Committee for the support of the 504 program. With your
help, the CDC loan program has gone to over $5 billion in 504
loans annually, of which 2.5 billion this year will be guaranteed by
the SBA. The remainder will be funded through private first mort-
gages. SBA has proposed an authorization of $4.5 billion for us this
year, and we support that level. However, the annual fee charged
each small business increases from 0.410% to 0.425%. Mr. Chair-
man, I am absolutely dumbfounded by this proposal to get even
more cash out of our borrowers.

The program is supposed to pay for itself through fees. It does
that and far more. Since we went to zero subsidy in 1997, we have
paid the Treasury $400 million in excess fees and interest. SBA
forecasts that we will pay almost $90 million in 2003. Even paying
fees over and above inflated cost estimates, the administration de-
mands still more from small businesses by increasing fees. This is
truly an unwarranted tax.

These problems come from two sources. First, the estimate of
loan defaults is 8.3 percent. Attached to my statement is a chart
that shows the loan defaults for the last 12 years are nowhere near
8 percent. Amazingly, as Congresswoman Velazquez pointed out,
the President’s own budget supports our estimates, not the SBA’s
forecast. Page 49 of the Budget Request and Performance Plan ad-
mits that the true defaults for 504 are $60 to $70 million annually.
This is a very accurate statement and is supported by the Bank of
New York, our trustee. On an annual volume of about $2 billion,
the real defaults are averaging 4.5 percent or even less.

Second, we see problems with their guesstimates of loan recov-
eries. They forecast collection of 58 cents of every dollar on de-
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faulted loans. However, they will spend 38 cents to make that re-
covery, leaving a net recovery of only 20 cents on every dollar.

Our CDC liquidation program, which is a pilot authorized by this
Committee, averaged about 55 percent recovery. At the same time,
SBA indicates that their own recoveries through the asset sales are
at least 50 percent. Where did the money go? It didn’t go into re-
covery expenses. CDCs are shouldering their own costs for the
pilot. It shouldn’t have gone into the asset sales. The whole pur-
pose of going to the asset sales is to eliminate both servicing and
recovery expenses for the agency, as many of you will recall.

Our subsidy problems have led to inflated fees and have cer-
tainly made 504 what I would characterize as nothing less than a
Treasury cash cow. Borrowers are paying hundreds of millions of
dollars in excess fees and are now told they are going to pay even
more. We strongly object to this fee, and we need your help.

I ask this Committee to get to the bottom of the administration’s
questionable assumptions. Without your intervention, I fear that
we will continue to pay these excessive fees, thank you for allowing
me to make these comments.

Chairman MANZULLO. Thank you.

[Mr. Crawford’s statement may be found in appendix.]

Chairman MANZULLO. Mr. Wilson.

STATEMENT OF MR. WILSON, PRESIDENT & CEO,
ASSOCIATION OF SMALL BUSINESS DEVELOPMENT CENTERS

Mr. WiLsoN. Thank you, Mr. Chairman, Ranking Member
Velazquez, and members of the Committee. We are appreciative of
the opportunity to come here today and comment——

Chairman MANzZULLO. Could you move the mike to you, Mr. Wil-
son? Thank you.

Mr. WILSON [continuing]. To you on the SBA budget. I am
pleased to report to the Committee that the state of the SBDC pro-
gram is relatively strong. In 2001 we saw about a 4.6 percent in-
crease in the number of clients that we serviced, and we are up to
610,000 clients who are receiving an hour of counseling or 2 hours
of training. That does not count probably another 700,000 who are
receiving incidental help of less than an hour. Of those clients, 43
percent are women, 24 percent are minorities, 7 percent are self-
declared as veterans.

These are 2001 numbers, Mr. Chairman. The concerning thing is
that as the economy contracted, beginning this year, the start of
this fiscal year, 24 States received severe reductions in funding,
and the ability to supply services to a small business community
that is in greater need than ever before.

The U.S. Conference of Mayors released a survey within the last
10 days indicating that 76 percent of small businesses do not an-
ticipate hiring new employees this year. If those numbers are any-
where near accurate, we are not going to see the recovery that
some people are hoping for. Now, if that recovery doesn’t come and
if revenues continue to fall off the table, all of the programs that
this government wants to fund are not going to have the resources.

And we are pleased to see a 4 percent increase in the SBA pro-
gram. And in relation to what the administration recommended for
the SBDC program last year, the $88 million is welcome. But let
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me make it perfectly clear: $88 million is a phrase that is used as
level funding. The 24 States, your State, Mr. Chairman, your State,
Ms. Velazquez, that received hundreds of thousands in cuts, they
don’t view that $88 million as level funding.

Now, for 2003, if we are going to get this economy growing again,
it is not going to be big business who is going to lead this. Kaiser
went bankrupt. Kmart went bankrupt. The large firms, Fortune
500 firms in the last decade had a net decline in jobs. It is small
business who will lead us into a recovery. It will be small business
who will produce the revenues this government desperately needs.
And yet if you look at the SBA 4 percent increase, I have had sev-
eral of my friends in the small business trade association commu-
nity point out that salaries and expenses at SBA received a 20 per-
cent increase. So overall, the program growth must be down. The
overall growth is 4 percent and salaries and expenses is up 20%,
then program growth has to be less than even.

One of the things that I have heard today, I have heard the ad-
ministrator say that the agency and OMB aren’t talking. I hear
Ms. Velazquez and others say that OMB are producing bogus num-
bers. Look in the budget. Look at the statement that is made about
the SBDC program. They indicate that they do not know whether
or not this program is effective. If they have such serious doubts,
why did they propose a $12 million increase from what they pro-
posed last year. And why do they say we refuse to give data?

OMB has never asked this program for any data, and I am un-
aware of any data that SBA has ever asked for that we do not give
them. As the program managers of this program, we give SBA
more data, more complete data, more detailed data, more economic
impact data, than any other program. The reason why OMB has
its nose out of joint, and perhaps the middle managers at SBA also,
is because we have resisted giving them the names, addresses, and
phone numbers of our clients. And this Committee seems to agree
with us.

[Mr. Wilson’s statement may be found in appendix.]

Chairman MANzZULLO. Okay. Your time has expired. It is obvious
that on February 27th, it is OMB day, perhaps long overdue. And
is anybody here from OMB? They never show. But I am very dis-
tressed over the complete lack of cooperation between OMB and
Members of Congress. Whoever did this budget never asked Mem-
bers of Congress about whether or not any of these programs is
worthy.

Measuring the performance of these programs has been difficult
because many factors beyond SBA assistance affects small business
sustainability and growth. Has anybody in this room asked any-
thing about the viability of any SBA program by whoever prepared
the budget? The people that prepared the budget, maybe we should
have them here also on the 27th, but I am just getting fed up with
this disconnect that is going on.

Dr. Blanchard, will you be here on the 27th?

Mr. BLANCHARD. Are you asking me to, sir?

Chairman MANZULLO. Yes, I appreciate it. You were at OMB and
you spent a lot of time on this. But February 27th is going to be
a day of reckoning. I am tired of fighting with OMB. They are not
elected officials. They are accountable to no one. People get all over
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us because we have to face reelection every 2 years. We ask ques-
tions. They don’t get answered. I am just tired of waiting on OMB.
So they can come here and testify on the 27th.

Any of you groups here that have any questions that you want
asked of OMB, get them into our staffs, and we will make sure that
we get those questions answered and answered sufficiently, if we
have to have a hearing that goes on all day.

Ms. Velazquez.

Ms. VELAZQUEZ. Thank you, Mr. Chairman, and I would like to
address my question to both Mr. Wilkinson and Mr. Crawford.
What do you think we should do to fix the subsidy rate?

Mr. WILKINSON. Thank you, Ms. Velazquez. We have spent a lot
of time and effort in reviewing the subsidy calculation. Our Asso-
ciation has said on many different occasions that we are not going
to get hung up with what model they choose to use, but at the end
of the day, the number that they calculated should have been rea-
sonable. The GAO report last year showed 7 or 8 different ways
that the subsidy rate could have been calculated.

Ms. VELAZQUEZ. Six.

Mr. WILKINSON. The one that had the highest subsidy rate was
the one that OMB uses. The other ones—in particular the one rec-
ommended by SBA has been rejected, so this is clearly an OMB
problem. But we are not going to get hung up on one method or
another.

I would point you back to the 1998 budget when the adminis-
trator came in at that point in time. There was money in the budg-
et for econometric study, where they are playing that stall game
again this year. Every testimony since 1997 has said we are going
to work on the problem, we are going to work on the problem and
it is time to fix it.

We are not opposed to the current model. The model is fine. It
is the assumptions that drive the result, or as we believe, the de-
sired result drives the assumptions that have to go into the model
so they end up with the number they want. But we are happy to
work with any kind of model as long as it is fair and reasonable,
come the end of the day.

Ms. VELAZQUEZ. Thank you, Mr. Wilkinson. Mr. Crawford.

Mr. CRAWFORD. As my written testimony indicates, the model is
just a bunch of formulas. To me it is irrelevant, although it scares
me to death to think that they are going to go to a econometric
model. And now they are going to have 5 more years, as I pointed
out in my testimony, to reset the game clock to try to get that
model right.

I don’t think we have a model issue here, I think we have a data
interpretation issue here. All you have to do is look at history. All
you have to do is look at the chart that I gave you, and you can
see that loan defaults for this program haven’t changed an iota in
12 years. We have gone from 300 million in loans to almost 2.5 bil-
lion in loans, and defaults haven’t gone up. That says to me default
rates have gone down. When they first took us off budget in 1997,
you will remember they projected our default rate at 19 percent.
My response to them was, you are smoking dope. Now it is at 8.3
percent. I think they are still smoking dope. I don’t know what to
say.
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Ms. VELAZQUEZ. Maybe we could strike that out?

Mr. WILKINSON. It is maddening to look at real data

Ms. VELAZQUEZ. Let us put it this way, Mr. Crawford. I guess
then maybe what we should say is that the problem is not the
model, but the numbers. And if we put garbage in, that is what we
are going to get.

Mr. WILKINSON. Yes, ma’am you are right.

Ms. VELAZQUEZ. We are going to get garbage out. Thank you.

I have another question. The administration’s solution this year
seems to have more 7(a) loans made through 504 programs. What
do you think of that?

Mr. CRAWFORD. I have no clue as to what of the 2 billion they
think they are going to move to 504 are actually eligible for 504.
To start with, we are an economic development program. We create
jobs. It is your mandate that we create jobs. I have no clue as to
how many of those projects, that his membership does match that
job creation criteria. 7(a) does hundreds of different kinds of loans.
They do refinances. We don’t do refinances. That is a legislative in-
tent. This program was not set up to refinance real estate. So un-
less you are prepared to pass a whole bunch of legislation to
change 504 into a look-alike 7(a) program, I haven’t a clue as to
how they are going to move 2 billion bucks in loans to our program.

Ms. VELAZQUEZ. Maybe we need to bring the legal counsel here,
too. I have another

Chairman MANZULLO. Could I interrupt for just a second? Dr.
Blanchard, you hadn’t answered that last question about the 504
and the 7(a). If you would feel comfortable in answering that—if
not, you don’t have to.

Mr. BLANCHARD. I would be happy to answer that, sir.

Chairman MANZULLO. Would this be okay with you, Ms.
Velazquez? Nobody else has any questions on the panel, so the rest
of the time is yours.

Ms. VELAZQUEZ. Sure. Yes. Be my guest.

Chairman MANzZULLO. Dr. Blanchard, do you want to have a seat
up here, sir. If you could spell the last name for the record, please.

Mr. BLANCHARD. Thank you, Mr. Chairman. Blanchard is
B-L-A-N-C-H-A-R-D.

Chairman MANZULLO. And you are the COO?

Mr. BLANCHARD. I am the chief operating officer of the SBA.

Chairman MANZULLO. Thank you for your graciousness.

Please, Ms. Velazquez, did you want to ask the question again,
or do you have

Ms. VELAZQUEZ. I guess he heard the question and he heard the
reaction of Mr. Crawford to it.

Mr. BLANCHARD. I think it is a legitimate question and I think
Mr. Crawford’s answer is a legitimate one, in that he doesn’t know
the extent to which 7(a) loans that are directed toward real estate
would satisfy the job creation criteria. This is precisely one of our
concerns with the 7(a) loan program, which is to say some of those
loans might be used for purposes for which the program was not
designed. We now have an opportunity to examine the 7(a) pro-
gram in a very detailed fashion to determine the distribution of
those loans and where they are going. We have found that a very
large proportion of the 7(a) loans go for—they are very large loans,
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and undoubtedly they go for real estate and equipment. We have
also found that about 40,000 loans that are given through the 7(a)
program, 3,000 borrowers receive almost 50 percent of the loan vol-
ume. That suggests a misdistribution of lending in the 7(a) pro-
gram.

Notwithstanding the comments of NAGGL, we believe that the
CDC program through the 504 can accommodate some loans that
are being made through the 7(a) program. The question really only
is what are the changes that we need to make at the margin that
will afford the CDCs and the—the CDCs that opportunity? We are
not trying to pit the Community Development Corporations against
the banking partners. All we are trying to do is respond to a short-
fall in demand that some legislation passed caused.

Ms. VELAZQUEZ. Mr. Wilkinson, would you like to respond to
that?

Mr. WILKINSON. Yes, ma’am, I would. First of all, the delivery
system for the 7(a) and the 504 program are different. We have cer-
tified development companies to do the 504 program. We have
banks and nonbanks throughout the country delivering the 7(a)
program. They are different kinds of products. They have different
dglivery systems. Both products are good. Both products are need-
ed.

First of all, I would like to dispute Dr. Blanchard’s claim that
3,000 borrowers are getting more than 50 percent of the dollars. I
have an SBA report that shows 75 percent of the numbers or loans
are for $250,000 or less, and that even looking at all of the
500,000-and-over loans in the 7(a) program, they accounted for only
30 percent of the dollars, 32 percent of the dollars. So I don’t know
where that particular number came from. It is very clear to us that
a good chunk of our loans are going in the small loan category as
you would like.

And Mr. Chairman if I could, I would like to share an e-mail
with the Committee that I got from one of our members. It goes:
I realize the need and the desire for smaller loans. As an example,
our bank is committed to making smaller loans via our conven-
tional program that uses SBA Express as a fall product. We are re-
ducing our risk to reach a borrower that we cannot help conven-
tionally with the use of the 50 percent guarantee that the express
product provides.

We are even developing a term product through SBA Express
with a loan credit risk scoring rate to be offered to those applicants
in low to moderate areas. But this can only be done because the
larger, more profitable SBA loans help subsidize the smaller,
riskier loans. Without the larger, more profitable loans in our port-
folio, we would have to rethink why we would even want to partici-
pate with SBA in its loan programs.

Ms. VELAZQUEZ. Thank you, Mr. Wilkinson.

Mr. Black, I would like for you to explain what type of training
and technical assistance do micro enterprise practitioners provide,
and how do they differ what from other SBA programs such as
SBDC, SCORE, Women Business Development Center provide?

Mr. BLACK. Thank you. That is a very good question. We think
of a Microloan program as combining training and technical assist-
ance and capital, and we think they are inextricably linked. And
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so under the Microloan program we only have a few dollars or a
small percentage of the funding formula can go for training. But
after we qualify them for a loan—and these are very small loans
and these are very risky loans. The primary emphasis of business
technical assistance at that juncture is hand-holding.

One is we are selfish, in that we want our entrepreneur to be
able to repay the loan and the loan that we make them and that
we have to repay the government. And secondly, more importantly,
we want the entrepreneur to be successful in their enterprise. We
have partnership agreements with the Small Business Develop-
ment Center. I come from a Small Business Development Center
environment, so I understand the importance of their program. And
in many cases we have a partnership agreement with our SCORE
chapters if they are available, and they are not available in all of
our regions. So we graduate them to the Small Business Develop-
ment Centers for more sophisticated technical assistance.

But a lot of our technical assistance is very fundamental, very es-
sential, and very important to the success of these small busi-
nesses.

Ms. VELAZQUEZ. Thank you, Mr. Black. Thank you, Mr. Chair-
man.

Chairman MANZULLO. Dr. Christensen, did you have a question?
We have got about a minute left before we have to run to vote.

Mrs. CHRISTENSEN. No, you go ahead. I am just catching up.

Chairman MANZULLO. Okay. We have concluded our hearing. I
would like to point to page 352 of the budget of the government
dealing with the SBA. And, Dr. Blanchard, we have talked several
time in the office, and I have tremendous confidence in you, but I
would like you to find out who prepared this chart that appears on
page 352. I mean, it lists four programs for the SBA. That is the
SBIC, Disaster Loan programs, 7(a), and the Small Business Devel-
opment Center. And under 7(a) it says, moderately effective expla-
nation, “Declining defaults have improved performance.” We are
very much interested in knowing where that is going to lead. I
know where I want it to lead.

But also where it says Small Business Development Centers,
where it says “assessment unknown,” that indicates to me a com-
plete breakdown in the communication system of the SBA. They
never asked any Members of Congress—I have two in my Congres-
sional District, and I can tell you the tremendous work that they
do. They keep more people out of business than they do going into
new ventures so people don’t lose their homes in some risky effort.
I mean, the work they do is—it is absolutely unparalleled.

But I think it is reckless and irresponsible for the SBA to present
a budget saying that it wants to increase a program, whose assess-
ment is listed unknown, at a rate of 4% percent. If they don’t like
it, they should eliminate it or at least sit down with Members of
Congress and the different trade groups to assess it.

I know this doesn’t please you because I know the type of person
that you are, but if you could look into that. I mean, this has to
do with improving the communications among SBA, OMB, and
Members of Congress.
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Thank you all for testifying. We have to go run and vote, and
this meeting is adjourned.
[Whereupon, at 3:50 p.m., the Committee was adjourned.]
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February 13, 2002
OPENING STATEMENT

CHAIRMAN DONALD A. MANZULLO
COMMITTEE ON SMALL BUSINESS

U.S. Small Business Administration
FY 2003 Budget Request

Good morning and welcome to this hearing of the Committee on
Small Business. A special welcome to those who have come some
distance to participate and to attend this hearing.

Let me first applaud those parts of the President’s budget that
emphasize national defense, homeland security, and economic
security. A key part of economic security is creating jobs and
revitalizing the economy. Small businesses have always led this
nation out of economic downturns and they will do so again. The
question becomes what can the federal government do — or, in
many cases, should not do — to foster a better economic climate for
small business.

Key provisions in the President’s budget will help revitalize
economy. They include:

e Accelerating the bipartisan tax reductions passed by
Congress last year, which helps 85 percent of small
businesses that pay taxes on an individual, not corporate
basis.

e Making permanent the tax cuts passed by Congress,
including the all-important estate tax repeal scheduled to take
full effect in 2010.
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e Reforming the Alternative Minimum Tax (AMT) on
business, which helps the remaining 15 percent of small
businesses that pay their taxes on a corporate basis.

o Offering better tax treatment for small businesses that invest
in new equipment.

I am also very thankful that the President continues to see a
positive role for the Small Business Administration (SBA) in
helping to promote the interests of small businesses. Unlike the
budget situation that faces many other domestic agencies, the
President proposes a modest percent increase in spending on the
SBA because he understands the importance of small businesses in
leading the way in the economic recovery.

I am also grateful that, unlike last year, there is no proposal that
requires Small Business Development Centers to charge fees for
one-on-one counseling — a proposal that Congress has never
supported. There is also no request to increase interest rates for
the Disaster Loan program, which is especially welcome in light
of the events of September 11

The importance of the Microloan program is finally being
recognized and the Administration is putting its support behind
this program.

Unfortunately, this budget request has one major pitfall. The
subsidy rates for the 7(a) and 504 loan programs still do not reflect
the actual performance of these loan portfolios over the past 11
years since enactment of the Credit Reform Act. While the
subsidy rate calculation has changed to weigh loans originated by
the Preferred Lenders Program (PLP) more heavily than other
SBA loans, the subsidy rate still does not take into account the
other changes made by Congress in 1995 that made the loans less
risky to the taxpayer. Simply put, SBA loans made in 1988 are
much different than loans from 1998. Yet, the new subsidy rate
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calculation essentially treats them the same, with the exception of
those originated by PLP lenders. The SBA assumes a default rate
of 12.87 percent; yet the actual default rate for the past 11 years
has been between 8 and 10 percent.

I look forward to an econometric forecasting model that reflects
the true performance of the loan programs. However, relief is
needed today for small businesses — not at some future time.
That’s why Congress passed legislation last year to cut 7(a) loan
fees in half starting in October in order to provide relief to small
businesses who have overpaid the government $1.3 billion over
the last 11 years to pay for the cost of running the 7(a) program.

The Administration’s proposal that could possibly cut access by
small businesses to the 7(a) loan program, as a response to last
year’s legislation, is simply not acceptable. A realistic subsidy
rate calculation could easily have kept the 7(a) program volume
operating at historic levels while providing much needed relief to
small business borrowers and lenders.

While I welcome the Administration’s creative ideas on how to
meet the challenge of keeping the 7(a) program open to small
business borrowers throughout the next fiscal year, we would not
be in this situation if the subsidy rate were on target. I would have
thought that after the bipartisan grilling that OMB received in the
Senate Small Business Committee last year would have left a
lasting impression and caused prompt action. The time is NOW
to fix the problem.

Again thank you all for participating in this hearing. And thank
you in the audience for attending this hearing. I now yield for an
opening statement by my good friend and colleague, the Ranking
Member, Ms. Velazquez of New York.
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DONALD A. MANZULLO, Itunois NYDIA M. VELAZQUEZ, New York

CrpiRman

Congress of the Wnited States

Aovse of Representatives
107th Congress
Commiteee on Small Business
2361 Ragburn Niouse Officc Building
ADashingtan, DC 20515-65)5

STATEMENT
of the
Honorable Nydia M. Velazquez
Ranking Member, Small Business Committee
Budget Hearing, Small Business Administration
February 13, 2002

We are here today to review the Administration’s priorities for this nation’s most vital
economic engine --- small business. Ineed not remind anyone that small business is big
business in America, accounting for almost half our GDP --- half our jobs --- and 75
percent of all new jobs created.

In a faltering economy, small businesses are especially important to communities
struggling with low growth and high unemployment. They hauled us out of recession a
decade ago and into the strongest peacetime economy on record. They did it before, and
they can do it again, with a little help on our part.

I would like to welcome Administrator Barreto here today, and [ personally commend
you for outstanding leadership in your first year on the job, under the most trying
circumstances. Speaking for my constituents in New York, I want to thank you for your
commitment to the recovery of our City.

Taoday we see the difference your leadership has made. [ am pleased that you have
prevailed on the White House to offer a more realistic budget request for the Small
Business Administration this year.

Last year, the Bush Administration sent us a Draconian proposal that cut SBA’s spending
in half. That slash-and-burn method of accounting threatened many programs vital to
supporting our nation’s entrepreneurs.

I remain concerned that while this current budget has some positive components, it still
short-changes the fastest-growing sector of American enterprise --- minorities, women,
and low-income entrepreneurs.

This budget forfeits our commitment to those businesses. The Administration and OMB
have proposed to “zero-out” a number of programs dedicated to creating business
opportunities and jobs where our recent prosperity has not reached.
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The cuts will eliminate the New Markets programs, PRIME, BusinessLINC, and the One
Stop Capital Shops. These initiatives are dedicated to focusing financial resources on
small businesses in low-income communities. The President says he wants to create new
jobs. He should support the programs doing just that in neighborhoods that need jobs the
most.

But the most glaring, ongoing problem facing us is the treatment to the 7(a) Program.
Last year, the Administration tried to kill this program outright by imposing new costs.
This year they are trying a new tack --- by cutting the program in half.

Either way, old or new tricks, the outcome is the same. Small business access to capital
is blocked.

Last year, we worked in a bipartisan fashion to make the 7(a) Program more affordable
for both the lender and the borrower by reducing the cost of the program --- which, I
might add, even the CBQ said continues to over-charge lenders and borrowers by one
billion dollars!

This over-charging is the result of a miscalculated subsidy rate. Instead of providing on
accurate subsidy rate, this Administration instead chooses to play Russian Roulette with
the 7(a) Program. And I believe we need to be clear about just exactly what this tax ---
and yes, it is a TAX — will do to small business.

This tax results in five billion dollars LESS in available capital for those smal]
businesses. That money could be pumped into the economy through small companies to
create jobs. Instead, the ongoing miscalculation means that the field of dreams will go
fallow as five billion dollars do nothing but sit in a ledger somewhere.

T want to be clear --- while the Bush Administration may have inherited this problem, it is
clearly your problem alone now and there is only one solution --- Fix the subsidy rate!

Members of this committee will tolerate nothing less. It is time that we stop using small
businesses to subsidize the U.S. Treasury!

Mr. Chairman, this budget request comes at a critical juncture. While the country tries to
recover from the recession, we should be looking for every tool available to shore up the
foundation of our economy and prosperity --- America’s small businesses and
entrepreneurs. I think this budget request goes far to recover from last year’s damage,
but much more ¢an be done.

T would like once again to reiterate my appreciation for the Administrator’s hard work
and leadership during a very difficult time. Ilook forward to cooperating with both
Administrator Barreto and you, Mr. Chairman, to solve the problems that face us.
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News from Congresswoman

NYDIA M. VELAZQUEZ

Representing New York’s 12t Congressional District « Brooklyn, Manhattan and Queens *Q:»
Ranking Democratic Member, House Small Business Committee SENTR

For Immediate Release CONTACT: Wendy Belzer,
February 13, 2002 James Snyder (202) 225-2361

Veldzquez Demands Fixes to SBA Budget

Programs for minorities eliminated, 7(a) subsidy problems continue

WASHINGTON — In a hearing today, Congresswoman Nydia Velazquez (D-NY), Ranking
Member of the Committee on Small Business, called on the SBA to fix the 7(a) Program subsidy
rate and urged funding of minority and low-income business development programs that saw
cuts in the FY 2003 SBA budget.

“Last year, the Bush Administration delivered us a draconian proposal that cut half of the SBA’s
spending,” Veldzquez said. “I am pleased to see that the worst of such mindlessness is absent
from this year’s budget proposal. Still, I remain concerned that while the budget has some
positive components, it still shortchanges the fastest-growing and most powerful sector of
American enterprise — minorities, women, and low-income entrepreneurs.”

Once again, the Administration failed to fund the New Markets Initiative, a venture capital and
technical assistance program for businesses in low- and moderate-income areas, PRIME
(Program for Investments and Microentrepreneurs) for disadvantaged microentrepreneurs, and
BusinessLinc, 2 mentoring program for small businesses in low-income locations. One Stop
Capital Shops (OSCS), which offer free counseling and assistance to local businesses found
mainly in low-income empowerment zones, have also been zeroed-out.

But perhaps most importantly, the SBA has failed to adequately fund one of its most popular
lending programs — the 7(a), which is responsible for almost 40% of all long-term small business
Joans. Problems with the subsidy rate caused both lenders and borrowers to be grossly
overcharged in the last decade. This was pointed out to the SBA and they committed to fixing
the problem. But rather than adjust the subsidy rate, the solution proposed will cut program

funding in half.

“Last year we worked in a bipartisan fashion to make the 7(a) Program more affordable for both
the lender and borrower by reducing the cost of the program,” Velazquez said. “Overcharging
occurred because of a miscalculated subsidy rate. But instead of providing an accurate subsidy
rate, this Administration instead chooses to play Russian Roulette with the 7(a) Program. And I
need to be clear about just exactly what this tax — and yes, it is a tax — on small businesses will
mean. This tax will result in $5 billion less in available capital for small companies.”

--continued--

2241 Rayburn HOB Washington, D.C. 20515 www.house.gov/smbiz/democrats
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The 7(a) Program subsidy rate problem, coupled with the funding cuts to minority and low-
income business development programs, together cause the FY 2003 SBA budget to fall short for
America’s small business owners.

“I am pleased this budget proposal reinforces the vital contribution SBA makes to small
businesses and the American economy overall,” Veldzquez said. “But I am concerned about the
proposed underfunding of several programs and the ongoing 7(a) subsidy rate issue that
essentially taxes small businesses. I hope that we can work together to reexamine our priorities
for the SBA and rework the 7(a) subsidy rate so that small companies and entrepreneurs get the
help they need in these uncertain times.”

iz

2241 Rayburn HOB Washington, D.C. 20515 www.house.govismbizidemocrats
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Congresswoman Stephanie Tubbs Jones
Statement On The Small Business Budget

Access To Capital and BusinessLINC

Committee on Small Business
February 13, 2002

Mr. Chairman, Ranking Member Velazquez, and Guests:

In speaking with many small businesses in my community, the
Eleventh District of Ohio, it is clear that access to capital and markets
are factors that can affect success. The BusinessLINC program assists in
developing business-to-business relationships in the private sector.

BusinessLINC is unique, in that it focuses on creating business-to-
business relationships between large and small businesses, majority and
minority firms. But the Administration has zeroed out this program this
year, along with others that provide needed technical assistance.

Many of my constituents have conveyed their frustration at being
left out of informal networks that form the basis for later business
dealings. By extension, this has a negative effect on the economy - both
locally and nationally. This is why I support BusinessLINC.

Access to capital is a primary need for small business. In my

district just this week, I had an opportunity to speak with a business
leader about financing small businesses.

PRINTED ON RECYCLED PAPER
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Over the past few years, banks in my community have decreased
lending to minority small businesses through the Small Business
Administration’s guaranty programs. Last year for all loans, lending
decreased from 808 to 771 loans made, a decrease of 4.5 percent.
Among minority businesses, lending decreased from 118 in the year
2000, to 93 in 2001, a decrease of 21 percent. Why has lending declined
so much faster for minority businesses?

There are a lot of reasons bankers might suggest, including the
economy. However, I submit that part of the problem lies. in the banks'
willingness to offer and service small loans. In a poor economy, access
to capital is particularly important because it can make the difference
between staying afloat or closing down.

For this reason, I offered an amendment to extend participation in
the 7(a) loan program to member-based credit unions. This action is
permitted under a 1976 opinion of the SBA General Counsel. This
committee passed that amendment favorably. Eleven members and [
also asked the Small Business Administration to take action on this issue
administratively but we have not received a response to this request.

It is my hope that your office will examine this issue and respond.
America's small businesses can't afford to wait.
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COMMITTEE ON SMALL BUSINESS Waghimgton, BE 20515-3902 Fax; {401} 737-2082
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REGULATORY REFORM AND OVEKSIGT The Honorable James Langevin

STATEMENT BEFORE THE HOUSE SMALL BUSINESS COMMITTEE REGARDING THE SMALL BUSINESS
ADMINISTRATION’S FY2003 BUDGET SUBMISSION
February 13, 2002

Mr. Chairman, I appreciate you holding this hearing, as I have strong reservations about portions of the
Administration’s FY 2003 budget request for the Small Business Administration. While this proposal
increases overall funding levels from last year’s SBA budget, there are several programs critical to the
small business community that have been inadequately funded and even eliminated.

In particular, the Administration’s request would cut the 7(a) loan program in half. By providing loan
guarantees to eligible small businesses that would otherwise be unable to secure financing, 7(a) loans fill
the gap left by traditional private lenders and supply necessary capital for America’s small businesses to
expand and create jobs.

In 2001, this crucial program backed 43,000 loans worth over $9.9 billion to small firms nationwide.
Last year, 27 different financial institutions in Rhode Island approved 961 7(a) loans for a total of over
$94 million to Rhode Island’s small business community. In fact, 7(a) loans make up nearly one-third of
all long-term loans made to U.S. small businesses. This program is important to every small business in
America, and it deserves our continued support.

Additionally, the Administration continues to overestimate the credit subsidy cost of the 7(a) loan
program, forcing both borrowers and lenders to pay unnecessarily high fees. If these estimates were
revised, the SBA could lower its fees and lenders could attract more business. Under the
Administration’s proposal, Rhode Island would only be able to process 50 percent of its 7(a) loan
volume from the previous and current year thereby decreasing loan assistance for the state by $50
million. This would seriously affect the ability of small businesses to start and grow in Rhode Island,
and hamper recovery in the current economic climate.

The New Market Venture Capital Program designed to spur investment in low-and moderate-
income communities and passed with overwhelming bipartisan support last Congress, has been
zeroed out in this year’s proposal. Funding for the PRIME program, which allows SBA to award
grants to non-profit micro-enterprise development organizations, has also been eliminated.
Finally, BusinessLinc, which grants funding to local non-profit economic development
organizations to assist them in bringing local businesses to the attention of large corporations,
has been underfunded to the point that the program will effectively no longer exist.
Discontinuing these vital programs will negatively affect economic development initiatives
targeted to low-income and minority business communities. When an economic downturn is
threatening businesses, jobs and families across the country, these kinds of cuts pose more
danger than ever.

PRINTED ON RECYCLED PAPER
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Mr. Chairman, small businesses are the backbone of Rhode Island’s economy and account for
more than 98 percent of the jobs in the state. They bring new and innovative services and
products to the marketplace and provide business ownership opportunities to diverse and
traditionally underrepresented groups. Many of these small businesses rely on the valuable loan
assistance, technical training and grant programs offered by the SBA. The Administration’s
harsh budget cuts would severely impact Rhode Island’s small business community, just when
we need their contribntions the most. I would sirongly urge the Admipistration to submit a
proposal that sufficiently addresses the needs of the small business community, and I look
forward to hearing more on these issues from our panel today. Thank you Mr. Chairman.
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U.S. SMALL BUSINESS ADMINISTRATION FY'O3 BUDGET

WEDNESDAY, FEBRUARY 13, 2002

Thank you Chairman Manzullo and Ranking Member Velazquez for holding this oversight
hearing to review the Small Business Administration’s Fiscal Year 2003 budget proposal. I want to
especially thank Representative Velazquez for the work you led in this committee last year to improve on
the FY 2002 budget so that it would be more responsive to the true needs of the small business community.

1 would also like to take this opportunity to welcome Administrator Hector Barreto and the
witnesses on the second panel to today’s hearing.

The Small Business Administration FY 2003 budget proposal is far more promising than that of
FY 2002. 1 am pleased to see that the Small Business Administration’s FY 2003 budget request of $800
million represents a $258 million increase from last year’s budget request, and does not include proposals
to assess fees on the 7(a) program and Small Business Development Centers that constituted a major
portion of last year’s budget. We are off then to a better start this year.

However, while the SBA PY 2003 budget proposal has its strong points, there are areas that are
still of concern to me and the other members of this committee.

I question the level of funding requested for the 7(a) guaranteed business loan program — the
largest SBA Jending program. The budget request of $85 million is an improvement compared to last
year’s proposal to replace direct funding of the 7(a) program with fee increases. While a drastic
improvement, $85 million appears to be a low figure depending on whether there will be a $22 million
carryover from last year, as SBA has projected. It is estimated that the lending rate has dropped to $500

million from $800 million. The decrease in funding request for the 7(a) program coupled with the
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Statement of Congr Donna Chri
Small Business Full Committee Hearing
02/13/02

possibility of an SBA increase in the subsidy rate for the program does not create a fertile ground for more
lending. Now, more than ever before, especially in the wake of September 11%, the SBA 7(a) program
plays a key role in providing long-term credit for small businesses. The 7(a) guarantee program is even
more critical since the Federal Reserve Board is reporting that banks have tightened its standards for
granting business loans. It is just simply becoming increasingly difficult for small businesses to obtain
loans from commercial institutions, thereby increasing the need for more 7(a) loans.

On an issue that is of great importance to my district, since Congress has not passed a Small
Business Relief bill, the SBA Disaster Loan has become the a primary source of economic and disaster
relief for small businesses by providing millions of dollars to thousands of business owners affected by
terrorist attacks of September 11, Prior to September 11%, the Disaster Loan Program provided relief to
businesses affected by disasters such as hurricanes, earthquakes, and other natural disasters. Much to the
dismay of some business owners, the economic relief provided by obtaining disaster loan assistance turned
into yet another disaster when their loans were included in the SBA Asset Sales and they become subject to
commercial standards which provides less flexibility than SBA in negotiating payment options. The
President’s FY 2003 budget calls for $800 million in authority for the Disaster Loan Program. This is
impartant, but also just as important as the level of this funding request, is the affect that sale of disaster
loans have on the borrowers. I have written to Administrator Barreto on this issue and Mr. Chairman, I
take; this opportunity to remind you that last year I made a request for a full committee hearing on this
issue, and you agreed. To make this hearing meaningful, for my district, which has serious concerns about
this issue, it would be best held there.

Another area of concern is the funding of SBA programs that reach out to low and moderate-
income communities. BusinessLINC, which is part of the New Markets Initiative, is a very essential
program designed assist businesses grow through a mentor-protégé relationship by linking small businesses
with larger businesses. It is true that there are numerous partnerships across the nation that are similar to
BusinessLINC, however a federally sponsored program would make such a program accessible to more

businesses.
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of Congr Donna Chri
Small Business Full Committee Hearing
02/13/02

The President’s proposed SBA budget, as it stands, would zero out funding for the loan guarantee
and technical assistance components of the New Markets Venture Capital Company program. This is
especially important since SBA has not requested direct funding for the Smaill Business Investment
Company Program.

The Women’s Business Center is a program that is critical in assisting the fast growing segment of
the business community- women owned businesses. This program still remains funded below its
authorized level of $14 million. Some Women Business Centers are wondering whether they will be able
to provide sustainability grants, which would allow the program to continue once their funding expires.

Tt is estimated that e-commerce sales will grow to $3 trillion by 2003. However, there are still
significant obstacles to small business participation in e-commerce and keeping up with technological
advances. Cost and technical skills continue to be significant barriers for small businesses. ~ There is
certainly a need for more funding to provide this greatly needed technical assistance to small businesses.
Small Businesses simply do not have the capital to meet the demands of today’s advancing and rapidly
changing technology.

Although the SBA proposed budget for FY 2003 is more promising than that of last year and |
commend Administrator Hector Barreto for his leadership since his appointment to this position despite
being face with unprecedented challenges just in his first year. However, I would encourage SBA to take a
closer look at their budget proposal and reconsider requesting funding or higher levels of funding for
programs such as BusinessLINC, which never had a chance to get off the ground, the Women’s Business
Center, the 7(a) program and the SBDCs. Whereas, | congratulate the SBA on its 50% Anniversary, I do

could not endorse a $1.5 million celebration at this time.

Thank you and I look forward to your testimonies.
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Chairman Manzullo and Ranking Member
Velasquez:

Thank you for holding this hearing today to

review the Small Business Administration’s

(SBA) budget submission for FY03. I would

also like to thank Administrator Barreto and the

other members of the panel for coming before

the committee today. Ilook forward to hearing

testimony from all of you.
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I am very pleased to see that the Budget
request for FYO03 is a $258 million increase of
the SBA’s FY02 budget, but I do have some
concerns about lack of funding for various
important programs because they are believed to
be “duplicative.” Programs such as the New
Markets Venture Capital Program,
BusinessLinc, and PRIME have all been
unfunded for the second year in a row. These
proposals will severely limit access to capital for
small businesses, especially those owned by
women, minorities and entrepreneurs located in

low income areas.
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This is particularly troubling to me given the
breakdown of my district. The 3™
Congressional District of New Mexico, which I
have the honor of representing, has a high
percentage of minorities, including Native
Americans and Hispanics. In addition, I also
represent many low-income areas. Therefore,
the fact that these programs received no funding
in the FY03 SBA budget has a severe, negative
impact on my district.

Moreover, although I am pleased to see $85
million for the 7(a) loan program included in the

budget, I am concerned about discussions
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surrounding a doubling of the subsidy rate for
the 7(a) program. Doubling the subsidy rate
would result in cutting the program in half and
deprive borrowers of almost half a billion in
capital.

Despite my concerns, Administrator Barreto,
and members of the panel, I thank you for your
work on this budget and look forward to
working with you and my colleagues on the
Committee to remedy what I believe are

shortfalls in the SBA budget for FY03.
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Again, thank you members of the panel, and
thank you Mr. Chairman for allowing me the

opportunity to offer my remarks.
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Mr. Chairman, Ranking Member Velazquez, and members of the Committee, thank
you for inviting me here today to discuss the President’s Budget Request for the U.S. Small
Business Administration (SBA) for Fiscal Year (FY) 2003. To paraphrase President Bush, there
are no Democratic solutions to small business issues, nor are there Republican solutions. There
are only solutions. Year after year, the Members of the House Committee on Small Business
have recognized this and have consistently reached consensus instead of conflict. America’s

small businesses are better off today as a result of your working together.

I know we can continue that tradition. It is in this spirit that I respectfully ask for your
support of the President’s Budget Request of $798 million for the SBA. The President has
increased our budget to provide more than $17 billion in capital and technical assistance to small
businesses and disaster victims so that the SBA may continue making services available to those
of our Nation’s 25 million small businesses which need them most. This budget reflects the
President’s commitment to economic security through its support of small businesses and their

creation of new jobs.

Before we continue our discussion on FY 2003, please permit me to take this opportunity
to commend the many federal disaster relief workers for their role after the attacks of September
11. In the immediate aftermath of this unprecedented attack on American soil, the SBA
mobilized both its disaster and district office employees, including its resource partners, to open

some 40 temporary disaster assistance offices in New York City and Virginia.
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Through the dedication of SBA employees, we have delivered as of February 11 more
than $458 million in disaster loans nationwide — $271 million in disaster loans in New York,
$9.5 million in Virginia and $177 million elsewhere. I am pleased to sav that the SBA was on-
site very quickly after the attacks and in many cases canvassed areas door-to-door south of Canal
Street and beyond, distributing disaster loan applications to small business owners. These
dedicated men and women of the SBA have worked tirelessly to distribute applications, answer
questions, verify damages, and process and disburse loans. Placing the success of the mission
above any personal consideration, the SBA family continues to work long hours without seeking
recognition for their tremendous efforts. The SBA also rolled out an unprecedented nationwide
expansion of the Economic Injury Disaster Loans (EIDL) Program to help those small businesses
across the country adversely affected by the events of September 11. I am proud to lead an
Agency that employs such loyal, dedicated and caring employees. I know that you join me in
this sentiment and share our commitment to continuing this important work on behalf of

impacted small businessmen and women across the country.

Disaster assistance, however, is but one of many ways through which the SBA reaches its
customers. The 2003 budget includes specific requests for the following programs, a few of

which I will highlight in greater detail later in my testimony:

e $4.85 billion in program level, through an appropriation of $85.360 million, for the
7(a) Loan Guaranty Program;

o $4.5 billion in program level, without taxpayer subsidy, for the 504 Certified
Development Company Program;

e $7 billion in program level, without taxpayer subsidy, for the Small Business
Investment Company (SBIC) Program;
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$1.67 billion in program level, without taxpayer subsidy, for the Surety Bond
Guarantee Program;

$26.6 million in program level, through an appropriation of $3.726 million, for the
Microloan Direct Program.

$17.5 million for Microloan technical assistance;

$795 million for disaster relief;

$1.1 million for Advocacy Database and Analysis;

$500,000 for Ombudsman and Regulatory Fairness Boards;

$750,000 for Veteran’s Outreach;

$1.5 million for initial preparation for a National Conference on Small Business;
$3.6 million for 7(j) technical assistance;

$500,000 for the Pro-Net Small Business Database;

$500,000 for Small Business Innovation Research (SBIR) Program technical
assistance;

$3 million for the Federal and State Technology (FAST) Program;

$2 million for the HUBZone program;

$88 million for Small Business Development Centers (SBDC) grants;
$3 million for the Paul D. Coverdell Drug-Free Workplace Program;
$5 million for the Service Corps of Retired Executives (SCORE);
$475,000 for Business Information Centers (BICs);

$12 million for Women’s Business Centers (WBCs),

$750,000 for the Women’s Council;

$1 million for Native American outreach; and

$3.1 million for United States Export Assistance Centers (USEACs).
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Our budget request will allow us to continue meeting demand for the 7(a) Loan Guaranty
Program, the flagship program of the SBA, through FY 2003, and we are working on ways to

improve the program to ensure we can meet demand in future years. Let me further elaborate.

In FY 2003, for the first time in many years, the SBA and the Office of Management and
Budget (OMB) worked to make the subsidy rate calculation method more acc;urately reflect
changes in the program. In furtherance of that goal, we have contracted with the Office of
Federal Housing Enterprise Oversight (OFHEO) to create an econometric model for the subsidy
rate for FY 2004. In the interim, our calculation for FY 2003, which weights Preferred Lender
loans in proportion to participation in the program, produced a subsidy rate estimate of .88
percent — a 20 percent decrease. With the requested appropriation of $85.36 million for FY
2003, this would have resulted in a 9 percent increase in loan volume, producing a record level
of loan authority. However, P.L. 107-100 subsequently reduced the fees paid by borrowers and
lenders for a two-year period beginning in FY 2003, resulting in a doubled subsidy rate of 1.76

percent and a 7(a) program level of $4.85 billion.

While this statutory change poses a significant challenge to the SBA in satisfying
increasing loan demand, we believe that other recent legislation will help us meet this demand.
The combined budget authority for the 7(a) program in FY 2002 is $175 million. This figure
includes the SBA’s annual appropriation of $78 million, the supplemental appropriation of $75
million, and carryover from FY 2001 of $22 million. While the supplemental 7(a) program is

executed at an different subsidy rate than the regular program (1.67 percent versus 1.07 percent,
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respectively), the total 7(a) loan guaranty authority for FY 2002 comes to $13.84 billion. Adding
this amount to the FY 2003 program level of $4.85 billion produces a two-year program level of
$18.69 billion, or an annual average of $9.34 billion, which is consistent with historical levels.

In FY 2003, we anticipate converting approximately $3.3 billion in guaranty authority from FY
2002 into $2 billion in guaranty authority under the subsidy rate created by P.L. 107-100. This

would support a nearly $7 billion program level in FY 2003.

The current challenge creates an opportunity to examine the 7(a) program to ensure its
continued relevance in the current marketplace for both lenders and borrowers. One of our
concerns is the relationship between the 7(a) program and the 504 Certified Development
Company. 7(a) and 504 in some ways compete with each other instead of complementing one
another. The 504 program, formed specifically for job creation, provides financing for real
estate and major fixed assets. We have determined that the 504 program is not reaching its full
potential. For example, over 40 percent of loans provided under 7(a) are large real estate loans,

many of which 504 could easily accommodate.

Steering those larger real estate loans to 504 will assist our goal of reducing the average
7(a) loan size from roughly $244,000 per loan to a more desirable average of around $175,000.
Our aim is to increase the proportion of smaller loans, the type of loans often the most difficult
for small businesses to receive. We are looking at ways to encourage lenders to make smaller

loans.
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Doing so will enable us to better provide loans to small businesses — the businesses that
represent 99 percent of all employers and 52 percent of the private workforce. An Inc 500 study
has shown that a majority of the fastest growing companies started with less than $50,000 in
capital. Reducing the average loan size in the 7(a) program will make the SBA an even greater
engine in creating jobs and providing for the nation’s economic security. We are confident that
our lending partners will work with us to ensure that more businesses which need 7(a) assistance

will be able to receive it.

As 1 said before, the 504 program provides financing for major fixed assets. Its statutory
purposes are to foster economic development and to create or preserve job opportunities by
providing long-term financing for small business concerns. The program will provide up to $4.5
billion in lending in FY 2003, up from a lending volume of $2.3 billion in FY 2001. This
renewed emphasis on 504 allows the SBA to support a significantly higher number of the larger
loans critical to the success of small businesses needing financing for real estate and long-term
capital equipment purchases. This program has not required a subsidy from taxpayers since FY
1996, as an on-going fee paid by small business borrowers fully funds it. We propose to slightly
adjust this fee in FY 2003 from .410% to .425% to allow the program to continue without

taxpayer subsidy.

As with 7(a), we have contracted with OFHEO to create an econometric model for the
504 program’s subsidy rate. We will implement the results in FY 2005, a year later than
implementation for the 7(a) subsidy rate, to give us time to evaluate the results of using this

model on the 7(a) program before using it in additional programs.
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As we attempt to implement these and other reforms to our finance programs, we will
work closely with you in Congress to ensure that these programs retain their crucial role in

assisting small businesses.

In keeping with the President’s management goals, we are restructuring the workforce at
the SBA. We are investing in the workforce now to produce future savings. This agenda
includes increasing telecommuting, consolidating servicing contracts to reduce overhead and rent

and improving productivity through the use of technology.

Managing for results — working with partners to ensure the effectiveness of programs — is
another of the President’s management goals. I have taken steps to deal with the management
issues raised by the General Accounting Office and the Inspector General. We have also
addresses the President’s E-Government initiative to create a government that is more citizen-
centered. The budget request includes $5 million for SBA’s leadership role in the Federal
Government’s interagency effort to build a website that reduces the burden of wading through
laws and regulations. Small business owners have a labyrinth of laws and regulations to
negotiate on the Federal, state and local levels and no guide to assist them in determining which
are applicable. This Business Compliance One-Stop on the Internet will build upon
BusinessLaw.gov, which the SBA has already implemented, and will provide those small

business owners simpler, 24/7 access to the vital information they need to run their businesses.
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Additionally, in order to ensure security of its computer systems and to provide small
businesses the access described above, the budget request includes $2.8 million to support SBA’s
upgrade of its information technology infrastructure. The SBA will also begin implementation
of an e-documents management system to assist with the retention and administration of the

SBA’s electronic records. The budget request includes $750,000 for that purpose.

This budget request includes $1 million for the new Native American Economic
Development Program, an initiative to establish partnerships with tribes engaged in economic
development activity. According to the 2000 Census, there are over 2.5 million Native
Americans and Alaskan and Hawaiian Natives, and the average unemployment rate on
reservations in 1999 was 43 percent. The SBA 1s dedicated to ensuring that all Native
Americans who seek to create, develop and expand small businesses have full access to the
necessary business development and expansion tools available through Agency programs. This
program is a comprehensive initiative designed to meet specific cultural needs and to result in
small business creation. This initiative will make funding directly available to tribes to assist in

economic development and job creation.

In addition to our initiative to assist Native Americans, the SBA operates two
complementary programs to serve businesses which face difficulties due to particular economic
and social reasons or geographic locations. The 8(a) Business Development Program assists the
development of small companies owned and operated by socially and economicalty
disadvantaged individuals. Eligible companies may be awarded set-aside federal contracts and

other business development assistance. The number of contracting opportunities for small
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businesses has declined overall, including for 8(a). In response to that disturbing trend and to
other concerns about the program, [ ordered a review. While we have not completed that review,
1 can tell you that we will continue to work on ways to streamline the process required of
applicants and to increase our efforts to obtain contract assistance for the program. We are also
looking at ways to better define the individual needs of individual 8(a) firms and to increase their

access to technical assistance and procurement opportunities.

Many 8(a) companies are located in areas designated as HUBZones (Historically
Underutilized Business Zones) by the SBA’s program which encourages economic development
in distressed areas through federal contract award preferences for qualified small businesses
located in such areas. Procuring agencies have not used this program to the extent possible. We
are looking at a variety of ways to increase the federal contracts that these businesses receive as

well as increasing their private sector contracting opportunities.

It is our goal to treat the 8(a) and HUBZone programs equally and not as competitors. I
believe that they are both powerful tools that will help the federal government meet and exceed

its small business contracting goals.

The SBA will also be implementing the President’s management agenda, an agenda that
includes restructuring our workforce, increasing the use of competitive sourcing, expanding use
of technology and managing for results. Part of our operating expenses will increase as a result
of shifting $18 million in pension and health benefits that were previously part of the Office of

Personnel Management’s budget.
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The Loan Monitoring System (LMS) will allow us to do on-line monitoring of our
lending partners. The SBA has contracted with KPMG to review the planning steps taken to
ensure compliance with the law and remain consistent with the project parameters. In March we
will receive a detailed outline of options. These options will allow the SBA to implement
various modules, depending on cost benefit. Currently the vast majority of our oversight is done
through on-site reviews of our lending partners and contracted audits for the Small Business

Lending Companies.

SBA has taken steps to strengthen and institutionalize its “Information Technology [I1T]
Planning and Investment Control Process” to improve selection and control of IT projects in a
portfolio environment and to improve formulation of the IT budget. Doing so will help the SBA

meet the requirements of the Clinger-Cohen Information Technology Management Reform Act.

I want to briefly discuss two programs which we do not plan to fund in FY 2003. The
Program for Investment in Microentrepreneurs (PRIME) mirrors the existing Microloan technical
assistance program. We cannot justify funding two nearly identical programs. Our Microloan
intermediaries and our non-loan technical assistance providers already offer a full range of services
for prospective microloan borrowers and microentrepreneurs. Their resources combined with the

array of other programs such as WBCs and SBDCs will fully meet the needs of microentrepreneurs.

The Business Learning, Innovation, Networking and Collaboration (BusinessLINC) Program

replicates other existing SBA technical assistance programs that foster mentor-protégé relationships,
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as well as programs at NASA and the Department of Defense. BusinessLINC also duplicates SBA’s
7(j) management and technical assistance program, which provides contract grants and cooperative
agreements to organizations that provide direct assistance to small and emerging businesses. Finally,
BusinessLINC was designed to provide small businesses with an online information source and
database of companies interested in mentor-protégé programs. We can achieve those goals through

existing BICs, WBCs and PRO-Net, as well as through the private sector.

The SBA will celebrate its 50th anniversary in July 2003. In its half-century in existence,
the SBA has assisted hundreds of thousands of businesses in their formative stages. Many of
those companies have names with which all of you here are quite familiar — names like Federal

Express, Intel and Nike, to name just three.

We are working hard at the SBA to make certain that the Agency retains its leadership
position as it looks forward to another half-century and will continue to provide crucial
assistance to the next Federal Express or the next Intel. As I have taken a close look at our
programs and services throughout my first year as Administrator, I have seen what the SBA can

do and what the SBA needs to do to keep its programs in tune with the ever-changing economy.

We cannot do this alone. I know that I have spoken with some of you individually, but I

want to take this opportunity while we are all together to enroll j/ou in these efforts.

As I mentioned at the beginning of my testimony, the SBA’s FY 2003 request is a good

one for small businesses and offers a beginning point for us to work in tandem with our partners
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in Congress to ensure that the SBA remains an effective, relevant agency that provides twenty-
first century service for the small business community’s needs. We ask for your support for this
budget. Thank you for the opportunity to appear here today. I will be happy to answer your

questions.
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SBA 7(a) Program

Re-estimates Compared to Appropriations

% in millions

Year Re-estimate $ Appropriation §
1995 59 213
1996 -100 78
1997 =277 173
1998 -647 197
1999 -176 134
2000 -117 114
2001 -164 107
2002 _nla *153
Totals -$1,422 31,169

*includes the $75 million in the FY 2002 Department of Defense appropriations hill for STAR loans.

Nete: The bulk of the re~estimates are for loan cohorts FY 1992-1999, Total de d r i will inue to increase. Loan
cohorts 2000 through 2002 used default estimates well above actual performance. The downward re-estimates, for these loan cohorts,
will be not be recognized by OMB until these cohorts move past peak defaults (year 3). Even so, the curmulative subsidy budget
outlays for the SBA 7(a) program since 1995 total - $253 million. . This means the 7(a) program has been run at a profit to the
government, and that the amounts appropriated by Congress, for credit subsidics, have not been spent for that purpose.

The 2002 re-estimate will be made afier the close of the fiscal year,



64

The National Association of Government Guaranteed Lenders, Inc. (“NAGGL™) is a trade association for lenders and
other participants who make approximately 80 percent of the Small Business Administration (“SBA”™) section 7(a)
guaranteed loans. The SBA’s 7(a) puaranteed loan program has proven to be an excellent public/private partnership.
Over the last decade, the SBA has approved more than 424,000:1oans for over $90 billion. We thank the Committee for
the opportunity to comment on the SBA 7(a) program.

Since the beginning of “Credit Reform” in 1992, the SBA 7(a) subsidy rate has fallen from a high of 5.21 to the current
services level for FY 2002 of 1.07. This represents an 80%: reduction in the estimated cost of the program to the
government. This reduction in subsidy costs has been achieved by improved underwriting guidelines, establishment of
lender review procedures, and fee increases on both borrowers and lenders.

There are many positive attributes of the SBA 7(a) loan program, including:

o SBA loan progranis provide approximately 40% of all long-term loans (loans with maturities of three years or
longer) to small businesses, The SBA is the largest single provider of long-term loans to small business. This is
contrary 1o the Administration budget that claims SBA provides only 1% of annual small business lending.

© SBA 7(a) loans have significantly longer maturities than conventional loans to small businesses. The average
original maturity of SBA 7(a) loans, according to the Office of Management and Budgel (“OMB™), is 14 years.
By comparison, only 16% of conventional small business loans have maturities in excess of one year, and of those
ioans, the average maturity is less than four years

o Longer maturities mean substantially Jower monthly payments for borrowers. For example, the difference in
monthly payments from a 10 year SBA 7(a) loan to a'five year conventional loan (which would be above the
average maturity for conventional loans), would be 35-40%. This is a significant increase for the average SBA
borrower who tends to be a new business startup or an early stage company.

o Small businesses do not have the same access to debt-capital as do large businesses. The SBA programs bridge
that capital gap. Banks should not be expected to make long-term loans, the kind most needed by small business,
when banks are funded by a short-term deposit base.

o The SBA 7(a) appropriations are leveraged almost 99 to 1 by the private sector, making this one of the
governments’ best economic development instruments. :With a more accurate subsidy rate estimate (as discussed
below), the leverage ratio would be even higher.

o The SBA 7(a) loan program is just that ~ a loan program — which helps qualified small businesses obtain the long-
term loans they need for growth and expansion. This means jobs, and a “net return on investment™ for our local
communities and the US Treasury.

Unfortunately, the Administration’s budget request for FY 2003 for the SBA 7(2) loan program does not adequately
address the needs of small businesses of this nation. The Administration proposes to reduce the 7(a) program by more
than half at a time when these kinds of loans are especially needed. The Administration also continues to use an overly-
conservative, unjustifiable default assumption in the subsidy model that leads to a subsidy rate that over-estimates the cost
of the program. The results are fees that are higher than necessary for borrowers and lenders, and an inefficient
appropriations process.

In testimony before the House Small Business Committee in 2000, the former SBA Administrator testified “the program
is already being run at a profit to the government.” At that same House Small Business Committee hearing, a
representative of SBA’s CFO’s (Chief Financial Officer) office testified that the default rate for the SBA T(a) loan
program was being managed “in the 8%-10% range.” Yet OMB requires the use of an almost 13% default rate in the
subsidy rate calculation. Each 1% reduction in the default estimate would reduce the subsidy rate by approximately 34
basis points, or .34, If the highest SBA default estimate of 10% (per the House testimony in 2000) were used, the
projected current services subsidy rate of 1.76% for FY 2003 would be reduced by approximately 90 basis points. This
would mean that OMB has calculated a subsidy rate that will prove to be more than twice the actual cost of the program.
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Senate Roundtabie on the 7(a) Loan Guaranty Program

On September 5, 2001, the Senate Small Business Committee held a roundtable discussion on the subsidy calculation of
the SBA 7(2) program. Prior to the hearing, the GAO (General Accounting Office) issued a report indicating that OMB
had overestimated defaults in the 7(a) program by more than:$2 billion. GAO also said that SBA had submitted 2
proposal to OMB that would change the basis for the 7(a) program default estimate “in order to more closely track with
actual loan performance in the future.” The SBA recommended using a “five year lookback period” on default data, and
this would have resulted in a default estimate of 9.74% (in the 8% to 10% range that was provided in the SBA CFO
testimony), and a subsidy rate ot —0.40% for FY 2002. OMB rejected the SBA proposal. OMB required a 1.07% subsidy
estimate for FY 2002.

GAO also provided other default estimate scenarios. One was to look at all default history since the implementation of
the Federal Credit Reform Act (post-1991 loans). This approach would have yielded a defanlt estimate of 8.81% (again in
the 8% to 10% range that was provided in the SBA CFO testimony), and would have resulted in a —0.54% for FY 2002.
OMB rejected this approach.

The transcript of the proceedings, from the September 5, 2001 roundtable, provides some interesting information. John
Whitmore, then the Acting Administrator and now the Chief of Staff, told the Senate panel:

“I can assure you there is a new era of cooperation with this Administration that wants to
work collaboratively with the Congross and our:industry partners to ensure that all small
businesses have access to our loan programs.”

We are regretful that the only substantive discussion this association has had with SBA since then was a briefing on the
FY 2003 budget request.

Dr. Lloyd Blanchard, then the Associate Director, General Government Programs, Office of Management and Budget,
and now the Chief Operating Officer at SBA, told the Senate panel:

“The history of this program is one that has had an unfortunate one. The Administration
is working in its first year to correct this problem, and it is ane that we inherited, that, as
you all have mentioned, is a serious problem.,.We recognize that over the past 10-12
years there js a cumulative $2 billion that has gone back to Treasury.”

‘We appreciated Dr Blanchard’s comments, but with the release of the FY 2003 budget request, it was clear that OMB did
not correet the subsidy problems. To hit the target OMB default rate, repurchased loans would have to increase by 30% to
50%. !

Dr. Blanchard also said, in response to a comment from Senator Bennett (R-UT) who likened the subsidy calculation to a
tax:

“The purpose of the calculation is to predict the credit subsidy rate that not only shares
the risk among the govemment and the borrowers and lenders, but also creates a self-
financing program.”

1t is clear that this is how OMB has calculated the 7(a) subsidy rate. But the Federal Credit Reform Act of 1990 provides
different reasons for the calculation. One purpose is to “measure accurately the costs of Federal credit programs.
According to the Act, the cost of a loan gnarantee “shall be the net present value, at the time when the goaranteed loan is
disbursed, of the (i) payments by the Government 1o cover defaults and deling ies, interest subsidies, or other
payments; and (ii) payments to the Government including origination and other fees, penalties and recoveries.” The Act
DOES NOT GIVE OMB THE AUTHORITY TO UNILATERALY ADD AN ADDITIONAL AMOUNT SO THE
PROGRAMS ARE “SELF-FINANCING.” Yet that is exactly what OMD has done.
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Another stated purpose of the Federal Credit Reform Act is to “imiprove the allocation of resources anong credit program
and between credit and other spending programs.” OMB has clearly failed in this regard as the appropriation process for
the 7(a) program, as a result of their unreasonable subsidy calcuilation, is very inefficient. As the opening table of this
testimony shows, on a cumulative basis since 1995, every dollar appropriated for credit subsidies plus another $253
million has been returned to Treasury. This means OMB HAS DISREGARDED THE ANNUAL APPROPRIATIONS
PROVISIONS AND USED THE MONEY FOR OTHER PURPOSES.

Treasury-Postal Appropriations

In the Treasury-Postal appropriation bill for the FY 2002, the: conferees included report language stating they were
concerned that borrowers and lenders have been paying fees much higher than necessary for the SBA 7(a) and 504 loan
programs. The conferees stated that “this is the direct result of the fact that the subsidy rate model developed to determine
a program’s subsidy rate uses default assumptions that do not reflect recent program performance of either the 7(a)
program or the 504 program, or the legislative and administrative:changes made to these programs in the 1990°s.

The Administration issued a Statement of Administration Position (SAF) opposing the inclusion of this language in the
Treasury-Postal appropriation bill. The Administration claims the provision “purports to mandate how subsidy estimates
should be calculated for the SBA 7(a) General Business and 504 Certified Development Company loan programs.” The
Treasury-Postal Janguage did not “mandate™ how credit subsidies should be calculated, but rather states the subsidy
cstimates mad by OMB in the 7(a) arid 504 program do not reflect actual performance, and need to be modified.

The conferees also directed OMB to report back to Senate and House Small Business, Budget and Appropriation
committees, within 30 days of enactment of the Treasury-Postal appropriation bill, on new subsidy rate estimates being

developed for inclusion in the President’s FY 2003 budget request. It is our understanding that OMB did not comply with
this requirement.

NAGGL Requests

Sinall businesses continue to need access to long-term capital. NAGGL requests your support of sufficient appropriations
1o fund a $12 billion 7(a) program for FY 2003. We believe loan volume will increase next year for a variety of reasons,
including the passage of S. 1196, that reduces fees for 7(a) program participants effective October 1, 2002. The
Administration’s proposcd program level of $4.85 billion is totally insufficient to meet borrower demand.

Next, NAGGL requests your continued efforts to force OMB to caleulate a fair and reasonable 7(a) subsidy rate. NAGGL
supports stronger language in the Treasury-Postal appropriation bill for FY 2003. It is clear to us that, until they are
somehow held accountable for the decisions made, OMB will simply ignore the will of Congress, and will continue to
overcharge SBA 7(a) borrowers and lenders.

Lastly, we request that the Small Business and Budget Conmnittees hold a joint hearing to review OMB’s implementation
of the Federal Credit Reform Act. More than 100% of the dollars appropriated for the 7(a) program since 1995 have been
returned to the Treasury. IT IS TIME FOR A SOLUTION!
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Enclosure

i : Implications of Proposed Changesj

&£ GAO

= In March 2001, SBA submitted a proposal {o OMB2 that
discusses using 5 years or 3 years of the most recent actual
loan performance - referred to as the lookback periodis - as
the basis for the 7{a) program default estimate in order o
more closely track with actual loan performance in the
future. SBA recommends the 5 year lookback period.

* This proposal is based on SBA’s analysis that showed
that the most recent years of actuals are more predictive
of near-term future loan performance, notwithstanding a
sudden shift in the economy.

12 In the pest, SBA has proposed other methods o rafine ks default estimatas to OMS, According to OMB, SBA hae

nat praviged acceptable support that the aliematives would pravide belar estimates.

3 For cxampls, under the 5 year iookback perlad, the 2002 cohon estimate of year ans default activity would be based

on the avarsge astval first ysar defaults thal occurred for the 1894 through 2000 cohorts and the sacond year dafault 27
activily would be based on actual secand year defauhs that occurd for the 1985 Wrewgh 1998 coharls.

Page 30 GAO-01-1095R SBA's 7(a) Credit Subsidy Estimates
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£540

Implications of Propased Changes

» The following table contrasis the impact of using the current
approach, a 5 year lookback, and a 3 year lookback to
estimate the subsidy cost of the fiscal year 2002 cohort,

Estimation Alternatives' Effect on Subsidy Rate and Appropriation
for the Fiscal Year 2002 Cohort

Default Rate .~ Subsidy Rate  Appropriation

Current Approach 13.87% 1.07%  $114.450,000
5 Year Lookback 9.74% -0.40%  -$42,800,000
3 Year Lookback 8.97% -061%  -$65,270,000

Source; GAO analysis based on SBA data.
Note: Estimaied appropriation assumes that all other assumptions remain unchanged.

32

Page 35

GAO-01-1095R SBA's 7(a) Credit Subsidy Estimates
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Another bungled policy(ir)

Srnall-business ownets everywhere should be disgusted
by the slowpokes at the federal Office of Management and
Budget. The OMB has been watching the deterioration of
the V.5, Small Business Administratiop’s 7(a) loan program
for some time now, but says| ithere is nothing &t cap do
before fiscal 2003.

The problem: bigh fees associated with the 7(a) pro-
gram have made the loans less attractive to banks and bor-
rowers alike. Hundreds of banks around the country have
dropped out of the program, and loan volume for the pro-
gram was down 6 percent in the last fiscal year alone.

~The fees are intended to guard against defaults but are
calculated based on default rates from the late 1980s, dur-
ing the S&L crisis. This, even though default rates have
declined sharply in recent years.

‘Worse, the 7(a) fees — $958 million since 1992 —dor't
even go to cover bad loans. They go into the general gov-
ernment trough to give Congress more money to spend. In -
. short, they are not really fees at all — they are hidden taxes -
on emerging growth companies aronnd the country.

OMB is working to lower the fees but says it can't do
anytlung for at least another year. With the economy in
recession and small business in need of capital, we dca:rvc
better &om our governimetit
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SBA lenders

blame lofty

fees for dip in 7(a) loans

KENT HOOVER / WASHINGTON BUREAU CHIEF

The dollar volume of loans issued
through the U.S. $mall Business Adniini-
stration’s flagship 7(3) loan program fell 6
percent in fiscal 2001, but SBA lenders
don't blame the weakenmg economy for
the decline,

Instead, they say high fees make the
government-guaranteed loans unattractive
1o both lenders and the small busmesses
that rely on the program.

“It's tough for me to market those
loans,” says John Brocato, president and
CEO of New Qrleansbased BizCapital,
Louisiana's largest SBA lender.

Many lenders have dropped cut of the

- SBA program over the past year, he says.

In Louisiana, there were more thea 100~ -

SBA lenders a year-age; now there are 20.
The future of the 7(3) program is espe-
cially i important 10 startups and early- -Stage
companies, which often cannot find lohg-
term loans with low monﬂrﬂy payments
clsewhere.
Brocato and a halfdozen other lenders
- traveled to Washington, D.C,, in Septem-
ber for a Senate Small Business and
Enterpreneurship Committee roundtable,

where they urged the Office of Manage -

ment and Budget to allow the SBA to lower
the subsidy rate for 7¢a) loans. This would
enable the SBA to reduce its loan fees.

Since fiscal 1992, the [1.S. government
has overestimated the credit subsidy cost
of the 7(a) program by $958 million, ac-
cording 10 the General Accounting Office
The subsidy rate is based on average loan
defanlt rates since 1986, Critics say this is
an inaccurate gauge because defanlt mites
have dropped dramatically since 1890. -

Instead of covering bad loans, the
excess money wenl ta the government’s
general fund ;md helped pay for unrelated
Programs.

“That's a Lax on small business,” says
Anthony Wilkinson, president and CEQ of
the National Association of Government
Guaranteed Lenders, a trade association

representing SBA lenders.

OMB, however, says the subsidy rate
cannot be changed this year because the
Federal Credit Reform Act forces agencies
like the SBA to follow the assumptions
included tn the president’s budget.

Sean Q'Keefe, deputy director of OMB,
says the agency will change the credit sub-
sidy rate for fiscal 2003 by giving more
welght to loans made by preferred lenders,
which zccount for 60 percent of all 7(a)
loans and have much lower default rates.
In fiscal 2004, the SBA will adopt an econo-
metric model to predict loan performance.

OMB's decision disappointed the Sen.

ate Small Business and Entrepreneurship
Committee and SBA lenders.
Brocato thinks the SBA “could have
supported lenders more than they did” at
the roundtable. “We're the ones who do all
the work and put out the money," he says.
“Without the lenders, there is no SRA ™

While smallbusiness lending as a
whole typically declines during dowmturns,
SBA lending usually is countercyclical.
Since Sépt 11, for example, the SBA has
approved more 7{3) loans than it did dur~
ing the same period a year ago.

While 7(a) lending was down for fiscal
2001 as a whole, most of that decline
occurred during the first halfl of the year.
Since the end of July, demand for 7(2)
loans has been increasing, says
Oliver, the SBA’s deputy aseociate admin-
istrator for financial assistance,

But Brocato speculates that many of the
7(a) loans that have been approved since
the Sept. 11 terrorist attacks were {or small
businesses that already had completed
thelr loan packages. The impact of the
attacks on SBA lending may not show up
until the first quarter of 2002, when he
expects the number of startups receiving
7(2) loans to drop.

Pending legislation would waive guar-
antee fees on 7{a) loans for one year as
partof a relief package for small business-
¢s hurt by the Sept. 11 altacks.



71

SBA 7(a) loan program

Continued from page 20

ness & Entrepreneurship Commitiee, and
Sen. Kit Bond (R-Mo.) would waive guaran-
tee fees on 7(a) loans for une year as part of
a relief package for small businesses hurt by
the Sept. 11 terrorist attacks on America.
"History has taught us that, during an
economic downturn, Jenders become in-
creasingly reluctant to lend to small busi-
nesses,” Kerry says.
“From our contacts

'SBA7(A) LOANVOLUME .

While 7(a) lending was down for fiscal
2001 as a whole, most of that decline gc-
curred during the first half of the year.
Since the end of July, demand for 7(a)
Ioans has been increasing, Oliver says.

But Brocato speculates that many of
the 7(a) loans that have been approved
since Sept. 11 were for small businesses
that already had completed their loan
packages. The impact of the attacks an

with lenders, we

know loan commit- FISCAL YEAR KO. OF LOANS AMOUNY
tees decided days -
after the artacks to 2001 42,957 $9.83 billion
clamp down on | 43748 $10.52 billion
loans to small busi-

‘nesses.” 1969 43,639 $10.15 billion
While small busi- o
ness lending as = 1998 45,288 $8.46 biftion
whole typically de- | = y5q7 62268 §3.01 bilion

clines during down- .
turns, SBA lending Source: Small Business Administration

tends to be counter-
cyclical, Since Sept. 11, for example, the
SBA has approved more 7(a) loans than it
did duting the sarme period a year aga. .

NERVDUS LERDERS

"With uncertainties creeping up,
lenders are getting a little more nervous
and want our guaiantee,” says LeAnn

- Oliver, the SBA's deputy associate admin-
istrator for financial assistance.

SBA lending may not show up untit the
first quarter of 2002, when he expects the
number of startups receiving 7(a) loans 1o
drop.

“The real issue is that OMB is charging
me and my clients too much money," Bro-
cato says.

Kent Hoover is the Washington bureau
chief for American City Business Jour-
nals.
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SBA program
needs boost

In difficult finandial times, smalt buéi@esses need
access to program that lenders are shunning .

Small business owners everywhere have good rea-
sou to be upset by the slowpokes at the féderal Olfice
of Mansgement and Budget. D :

The OMB haa been watching the deterioration of the
US. Small Busincss Adminiatretion's 7(a) loan program
for somc time tiow, but says there is nothing that can
be done before fiscal 2003. . .

“The problemi: High focs associated with the 7(s) pro-.
gram have made (he loans less attractiveito banks und
barrowers alike. Hundreds of banks around the coun.
try have dropped out of the program, and loan volume

.for the program was down-6 percent in tﬂe‘last fiscal

yearalone, - /. o ooy - )

“Look at some Central Texas numbers. According to
surveys by the Awstin Business Journal, the top area -
lender in the progrimi between October 1999 and
Septembér. 2000 did $20.59 million in loans. For the
next year in the sarhe time period, the top area lender
did only 89.64 million. In the earlier limeiperiod, the top
three Jenders in the program fvsoed 106 loans. That
slipped to 98 loans in 2000-2001. s

The fées are intended to guard against defaults but
are calculated based on default rates from the late
1980s, during the savings and loan crisis: which hit
“Texas especially hard. The fees remain in place cven
though default rates have declined sharply in recent

years. . . .. o . .
Worsg, the 7(a) fees — $958 million since 1992 —
don't even go to cover bad loans. They g4 into the gen-
erel government trough to give Congress more money

1o spend. . o o :

In short, they are not really fees at all; they are hid:
den taxes on emerging growth companies around the
country. . o c .

SBA Administrator Heclor Barreto spoke in Austin
in late November explaining ihe SBA lending programs
offeredl by the govermment. - - P :

When questioned by the Business Journal on the
declining interest in the loan program, Barreto said the
SBA is wurking-lo reduce the (ime it talkes to provess
loans and educate companies about the progrant,

Birreto zaid top to bottom review is underway to
delermine ways tv improve the. program., But he could
not say when the review woutld be compléte or what
areas e had already fucused on for improvement.

1t was the same type uf bureaueratic “someday™
angwer coming oul of the nation's cupitol.

OMB 1= working to lower the fees butisays it can’t do
anything for at least another year.

Wit the econony w recessivnand small business
in newd of capital, we deser ve hetler Irom our govern:
aent. S o
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Lenders want
easier-to-get
business loans

By lan McNully Stag Writer

SCANDINAVIAN FURNITURE ING. looked
recession in the eye and dedided to expand anyway.

“We've been working toward this for many,
many years. We are staying' with what we
+ planned,” says Hans Thomsen, who owns the
18-year-old furniture store with his wife Patsy.
"The fixst part of an expansion to triple the size of
his Clearview Parkway showroom and ware-
house is already complete and construction on
the second phase begins this week. “Business has
been very good,” Thomsen adds.

But getting the money to finance the deal was-
n't easy. Even before recession iwas declared last
month, lenders responded to the slower economy
and regulatory pressure with tighter credit stan-
dards and stiffer terms on business loans.

What enabled Scandinavian Fumiture to
clinch its financing was a loan guarantee from the
Small Business Administration; Through a veli-
cle called the 7(a) Loan Guamnty Program, the
federal government agreed to Insure $1 million of
the compamy’s new debt. Combined with a con-
ventional bank mortgage, it wasienough to finance
the full cost of the expamnon, an amount
Thomsen would not specify.

Sec BUSINESS LOANS, page 59
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“Thig is the kind of story SBA officials and
the private lenders who marketand fund their
loan program, like to hear. A.ﬁ leurl:n pow
more during

members {asked the federal Office of
Managemc'nl and Budget to find 2 resolu-
tion, xllhough that office uubacqumdy
reported it could do nathing until the presi-
dent drafis 2 new budgev.

The leriders’ association is now pushing,

more borrowers turn to 7(a) guarantees to
make their plans for start-ups or growth leas
risky for fintncing. In theory at least, the now
or expanded business roturns the favor by
creating jobs and stoking the economy
Butlenders say they could da much more
il the progizm were restruc:
tured, The central issues arc
the size af the fees the govern-
ment charges for the loan
guzrantee and che amount of
coverage provided under the
program. With lawmakers
thinking about stimulus
phns to rouse the nation's
econony, some lenders say
it's time to look at the struc
turs asd Ruture of SBA loans.
To help fuel an economic .
rebound, -lenders “need to
have more cuverage and

fewer fecs” says John John Brocate, prmdcnﬂ Qchl’atnc—bmcd Biz Capital

o includefl gistation in 3 broader

stimulus pnckage that would cut the SBAs -
guarantee fees in half for one year. Fees

according;to the size of the loan-but now
range from 2% ta 3.5% of the amount the
gvvcmmcm guarantees, Lenders pass these
fees alongto borrowars in addition to their

Brocato, president  of
Metairie-based Biz Cnpnnl “But the SBA is
going another direction.”

Biz Capial, a subsidiary of New Odeans
venture capiml firm Advantage Capitd
Partners, led the state in SBA-approved loans
in fiscal 2001, clusing about $14.3 million in
loans through the program. Biz Capital also
becare an SBA preferred lender carlier this
year, meaning it can approve loans faster and
with less papecwork while also assuming
greater liability for its loans.

In September, Brocao JUIl’Ed wing uther
SBA leuderz from around the nation in
Washingten, D.C,, to meet with the Senate’s
Commitee on Small Business and
Entrepreneurslip and stump for lower fees
and grrater loan coverage.

High cost of botrowing
The lenders’ industry group, the Nationsl

Association of Government Guaranteed *

Lenders, hag argued the SBA's fees are
based on inflated estinmates of loan defaudts
and other prograni costs the fees are intend-
ed to cover. If these costs and loan fuilire
predictions were tevised, the SBA could
Jower its feea and lenders could attmat more
business, says Autliony Wilkinaon, director
of the Sdllwater, Oklz.-based associaton,

In Auguat, juvestigators with the General
Accounnng Office found that durmg the -
nine yrars since 1992, the SBA overestinat-

annual ﬁuancc charges and any dosing costs.
The assaciation alss wants the SBA to boost
its guaranitees from 80% to 90% of the loan
value fyr Jusns Hef $150,000 and from 75%
to 85% for loans greater than §150,000.

Now more than ever.

The SBA has been taking some of ity own
steps to make the loan guarantee program
more accessible. Loretaa Poree, 3n economic
development specialist in the SBA's New

Odexns office, says the agency lias rodueed .

the amount of paperwork it cequires for loan
approval over the past few years and can pro-
vide quicker approvals than ever, For loans
under$150,000, the SBA can approve aloan
within thiree days and 2s quickdy as 36 hours,
she sys. For larger Inans, approval Bme can
take between five and 14 working days.

For the 2001 fiscal year, the New Orleans
SBA office appraved 518 loans for a total of

$150 million, with 94% of thesc approved
under the 7(a) program.

Some¢ kuders say that Toan amount
would swell if foes were reduced and guar-
antees riised.

*“Thelhottom linc is, you lower the costof
capital and demand goes vp,” says Aaron
Miscenich, New Orleans regional manager
for Saurce Business & Industrial
Development Corp., 2 lender based in
Bamn Raug!: -The loan gummee “is a

ed loan defaults in the 7(a) p by $2
billion and overestimated the cost of run-
ning the program by $958 million.

Investigators Ulamed SBA's policy of pre-

dicting default rates based on figures dating
back 1o 1986. But the GAQ found actual
default rates fell .slgmﬁtzndy after 1990 as a
result of an improving economy and better
underwriting standards, The report recom-
rencled the SBA use loan performance over
the past five years to make default predic-
tons and adjust fees to cuver then.

“They tax small business and use the
money somewhere else” Wilkinson sayz.

The Senate committee concurred and

needs. Ifyou're going
1o spur pconomic dcvclupmcm, you ve got

to make burrtm-mg tmote attractive.” he says.
Muccmch who h:lpcd arrange Lhn

ge  for S
Funuuxm, xays the fee structure can be 2
deal-breaker for some bormrawers. But he

. lso empathizes with the SBA's need to fund

its guarintes obligations.

But éven with its faults, Miscenich says,
the loan guarantee bas 2 poteut ability to
bring otherwise shaky financing deals to
fruition by reducing fender isk. “It's incom-
parableiin the marketplace,” he says.¢ //

ase
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Congress cuts SBA loan’
fees — starting in October

Congress cut fees for the Small Bust-
ness Administration’s flags|
Toans; but the reductions do not take
effect unti] Oct, 1.

The loan fee reduction was added as
ah amendment to the Small Business
Investinent Company Act, which raised
fees for the SBA's venture capital pro-
gram, The Scnate passed the legislation
Dec. 7, and the Hause followed suxL Dec.
1L

‘The bill calls for a two-year reductmn
in fees paid by beth lenders and borrow-
ers in the 7(a) program, a common
source of working camtal for startups
and early-stage companies,

Fees charged to lenders were citin
half, from 0.5 percent to 0.25 percent of
{be outstanding balance of the SBA-
guarantged portion of the loan, Guaran-
ty fees paid by borrowers were reduced -
from 2 percent to 1 percent for lodns of
less than $150,000, and from 3 percent
to 2.5 percent for loans between -
$150,000 and $700,000.

Congress cut the fees in response to
complaints that high fees made the 7(a)
program unattmmetive ta both benks and
borrowers, In addition, a Geperal'
Accounting Office study found the SBA
had collected $958 million more in 7 (a)
fees than it needed to cover Joan -
defaults since fiscal 1992, .

Members of the House and Senate
small-business commiitees tried to per
suade the Office of Management and
Budget to reduce the subsidy rate for
the ?(a) program, which would have
cnabled the SBA to cut the fees this
year, but OMB officials said 1twas too
late in the budget process.

The bill aiso reduced fees for the
SBA's 504 program, which offers long-
term loans for real estate prajects and
equipment purchases.

Although the fee reductions rlo not go
into effect until October, members of
Congress hope theywﬂ] encourage
lending at a time when many banks are
tightening credit to small businesses,

“This is just what the economyi
needs, said Rep. Nydia Yelazquez, rank-

.ing Democrat on the House Smaﬂ Bust-
ness Committee,

The text of the Small Business Invest-
ment Company Act (SB 1196) is avail-
able at http://thomas.loc.gov.
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The Harorable Mitwchal] E. Danjels, Jr.
Daector .

Office of Managemen: and Bodget
Executivs Office of the President

17° Streer & Pennsylvanie Avenue, KW,
Washington, D.C. 20503

Dex Mirch:

On Wednesday, Seplember 5, 2001, te Comumines on Small Bustness and
Enureprencusship conductsd a Roundtable on the crzdit subsidy rates for the Small Business
Adminieration’s (SBA) 7(3) guaranteed business 1oan progrem. The purposs of the Roundtable
Was 10 review s recent repart from the Ganaral Accounting Office (GAO), which concl'.:.ded that
the SBA and the Office of Mimzgement and Budget (QMB) had everestimated the eredit subsidy
cost of the 7(&) program by 5958 wiltion since Fiscal Yaar 1992, GAQ further concluded that
the overcstimate of defaulte was the pime reason for the inaccurate credit sabsidy rates.

A large partion of the $558 million overchargs 5 made up of fees paid 10 the SBA by te
small business borrowers ang the lenders who deliver tte SBA () guaranteed loun program. As
you know, under the Federal Cradit Reform Act of 1990, excess fees paid as par of the credic
subsidy cost of Federal loan prograim are serit to the genexal fuad of the Treasury rather than
being retutded 1o the progrer cr (o the persons who made the paymeate. :

As was discussed before yesterday’s hearing a1 the Budget Commitiee, Dr. Lioyd
Blanchard represented the OMB at this Roundrable, Indeed, we are very appreciative of his
panicipation in this session whioh lagtcd over two hours, For your review and futare mefercncs, 2
Hst of the Roundtable participants is enclosed, :

Tt is imperative that this maner bo resolved béfore October 1, 2001, the beginning of FY
2002 Cousisteat with this deadline, Dr. Blanchard agreed (o undertake a complete yaview of e
infonmation provided at the Roundtable and to wodk with the siaffs from the GAQ, the SEAyi;
Comumittes, and representativas from the lending Indusuy in amiving ar & possible and expedi
saluddon and 10 Teport back to Committes in not mors than three weeks, The Commiaee expec:x
that OMB will also repott on what sdjustmments can be mada ta the credit subsidy (15 10 make it
more accutate for FY 2002, : )
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The Honorabls Mitchal) E. Danjels, Jr.
Page 2

Your assistance in insuring a prompt solution to this importaat matter will be greatly
apprecisted. Sonall buainess borrowers and the lendars who deliver the 7(8) program should not
enter We next fscal vear knowing that the feos oy e paying are well in excess of the needs of
the program. As the GAQ report emphasized, thic chmarion has parsistad since 1992, and we o3
the Commines wrge you to initiate action that is falr aad squitsHle to ou Nation’s srmall
busincsses, Itis vital to ensure sdaquate funding for stmall businasses to help them lead us out of
ths current economic doldrmums, :

Uil W7,

Christopher S. Bond John F. Kerry
Ranking Memmber Chatrman
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Testimony before the House Small Business Committee
Phil Black, Director of Community Economic Development
The Economic Development Group of People, Incorporated of Southwest Virginia

‘Wednesday, February 13, 2002

Thank you, Mr. Chairman and members of the Committee, for the opportunity to testify before
you today. My name is Phil Black. T am the Director of Community Economic Development for
People, Incorporated of Southwest Virginia and a member of the Associate for Enterprise
Opportunity (AEO), the nation’s association of microenterprise development organizations. My
testimony represents the views of AEO as well as People, Incorporated.

I have over 16 years experience working in economic development. As Director of Community
Economic Development for People, Incorporated 1 manage a 14-member group that operates
programs in small business development, asset development, job creation, access to markets,
lending and entrepreneurship training. Previous to joining the senior management staff at People,
Incorporated, 1 worked for the North Carolina Rural Economic Development Center, a
microenterprise program receiving support and recognition from the Ford Foundation, the Mott
Foundation, the State of North Carolina, the US Small Business Administration and the President
of the United States.

BusinesStart, the Microenterprise Development Program of the Economic Development Group at
People, Incorporated has approved and closed 149 loans since its inception in January 1994, The
total amount loaned by BusinesStart is $2,138,913.58 (two million, one hundred thirty eight
thousand, nine hundred thirteen and fifty eight cents) with an average loan amount of $14,375.
During that time, BusinessStart has also provided training and technical assistance to 1422
entrepreneurs.

AEO, founded in 1991, is the national association of organizations committed to microenterprise
development. AEO provides over 400 organizational members with a forum, information and a
voice to promote enterprise opportunity for people and communities with limited access to
economic resources. AEO has four policy priorities for this Fiscal Year. AEO would like to see
the SBA Microloan program funded at $35 million for both lending capital and technical
assistance, PRIME funded at $15 million, the Office of Women’s Business Ownership’s
Women'’s Business Centers Program funded at $14.5 million, and the CDFI Fund funded at $125
million. T will expand on these requests later in my testimony.

Microenterprises are small business with five or fewer employees that have difficulty accessing
small amounts of credit from conventional sources. Many microentrepreneurs, particularly those
served by microenterprise development organizations, are low income, women, minorities, or
disabled individuals who may face other challenges to business success as well. Microenterprise
is an effective economic development and self-sufficiency strategy that reduces reliance on public
assistance, creates jobs, and raises income, education levels, job skills and assets of poor and
moderate-income entrepreneurs. The Aspen Institute estimates that there are at least 2-million
low-income microentrepreneurs in the United States.

Locally based microenterprise development programs provide credit, training, and technical
assistance to microentrepreneurs. Over the past decade, several Federal programs have emerged
to provide funding support to microenterprise development programs.
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Conventional sources of business credit, such as bank financing, are often beyond the reach of
microentrepreneurs. These potential borrowers often seek very small amounts of capital, have
poor credit histories and can offer banks little or no collateral. The SBA Microloan Program
continues to solve this problem by funding more than 160 community-based intermediaries to
help microentrepreneurs gain access to credit. To date, Microloan Intermediaries have made
nearly $145 million in loans - averaging less than $20,000 per loan. Last year, the Microloan
Program received $25.5 million in loan capital — more than $3 million less than the prior year,
when there was insufficient loan capital for Intermediaries needs.

As with most entrepreneurs, many Microloan borrowers require specialized technical assistance
to grow their businesses. The Microloan program meets this need by providing technical
assistance grants to Microloan Intermediaries and Technical Assistance Partners to allow them to
provide limited assistance to borrowers in becoming credit-ready and to provide more extensive
business technical assistance once they have received Microloans. Technical assistance resources
are the key reason that the Program has experienced a low loss rate despite the many high-risk
loans that it is able to make.

The $17.5 million that Microloan received in Fiscal Year 2002 represented a $2.5 million cut in
funding, or 12.5%. That however, has not been the true impact on the provision of services.
Technical assistance grants are calculated as a percentage of outstanding loans for Intermediaries.
Because the program has thrived, growing from $80 million in outstanding loans to $110 million,
technical assistance was actually cut by 40%, rather than the overall 12.5%, for all Intermediaries.
Technical assistance has been severely curtailed and several organizations will be forced to lay
off staff.

In order to succeed in our complex economy, microentrepreneurs need training and technical
assistance is areas such as financial management, book-keeping and marketing. In fact, a 1999
study by the Aspen Institute found that nearly 90% of microentrepreneurs do not seek microloans,
but instead seek training, technical assistance and access to markets services. As indicated in
BusinessStart’s program statistics, this holds true for our program as well. The Program for
Investment in Microentrepreneurs (PRIME) provides grants to microenterprise development
organizations to offer training and technical assistance to entrepreneurs, regardless of whether
they seek access to capital. Governing legislation stipulates that 50% of the PRIME Act’s funds
be used to support training and technical assistance for low-income entrepreneurs. A five year
study by the Aspen Institute, the Self-Employment Learning Project, found that entrepreneurs
receiving these services had highly favorable outcomes in household income and assets, business
income and assets and reduced reliance on federal benefits.

The PRIME program is authorized to receive $15 million per year. Last year’s $5 million
funding level represented a 66% cut in the program and resulted in at least a $15 million decrease
in training and technical assistance services that start-up businesses desperately need in a time of
recession,

The SBA’s Office of Women’s Business Ownership (OWBO) is the only federal office that
specifically targets women business owners. Its Women’s Business Centers provide training and
technical assistance to women starting or expanding businesses. There are a total of 92 Women'’s
Business Centers. Fifteen new Centers were added this year. The Centers are required to target
services to economically and socially disadvantaged women, some of whom are
microentrepreneurs. The Centers create opportunities for networking among women business
owners and are particularly responsive to their needs. Over the past ten years, Women’s Business
Centers have provided consulting, training and technical assistance to more than 50,000 women.
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The Community Development Financial Institutions (CDFI) Fund, administered by the
Department of Treasury, makes capital grants, equity investments and capacity building grants to
community development financial institutions. CDFls are specialized financial institutions that
work in market niches otherwise underserved by traditional financial institutions. They are credit
unions, community development banks, loan funds, venture capital funds, and microenterprise
loan funds. The Fund also provides incentives for bank and thrift investments in distressed
communities. The CDFI Fund has been instrumental in building equity and capacity for the
microenterprise industry to provide loans and other forms of financing.

In conclusion, Mr. Chairman and members, I would like to put a human face on the statistics,
facts and numbers I have shared with you today.

1.

T & S Trucking, Inc.

Business Location: Smyth County, Virginia
Start-up date: Summer 2000
Loan amount/term: $19,000 / 4 years

Quote from borrower for 2001 Annual Report:

“My husband, Terry, and I became familiar with BusinesStart when we wanted to start
our own trucking company. We drove a straight truck for two years for the Fed-Ex
Corporation as leased drivers. We learned that we could make more money and have
more control over our driving time if we could become.owner-operators. We met several
times with Ron Topshee, the business development specialist, and he was instrumental in
helping us get the loan money we needed to start our own trucking company. We are
now the owner-operators of T&S Trucking, Inc., with our truck leased to Fed-Ex in their
Custom Critical Division. If you are really tired of getting laid off, T would suggest you
consider starting your own business. Working for yourself is hard work, but it is also a
dream come true. And the best part is that you don’t have to go far to find the
information you need to start. They’re in your own backyard.” -- Carolyn Hutton

Family Pet Supply
Business Location: Buchanan County, Virginia
Start-up date: Fall 1999

Loan amount/term: $5,000 / 3 years, $4,000 / 3years

Quote from Owner, Sandra Blankenship

“The small business start program is described on paper as a place to get money but that’s
not exactly accurate. You get something more valuable than money. At People,
Incorporated I found knowledge, encouragement, support, and understanding from a
friendly caring group of people. When I recommend someone go to People, Incorporated
before going to a regular bank, I am recommending they seek knowledge and a good
understanding of what being self employed really means. I am on my second loan from
the small business start program. With the second loan I am purchasing equipment to
take my business into a more profitable direction and I'm taking Debby (Business
Development Specialist) with me. Her advice and business knowledge are invaluable to
me. I am grateful for all I have received from People, Incorporated. They are more about
life than money.”

Thank you very much for this opportunity. I would be happy to answer any questions at
the appropriate time.
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Chairman Manzullo, Representative Veldzquez, members of the Committee:

On behalf of the National Association of Small Business Investment Companies, [ appreciate the
opportunity to testify today concerning the Administration’s FY 2003 SBIC program budget
proposal. I am pleased to report that the budget has the unqualified support of the SBIC
industry. We urge the Committee to support the SBIC budget proposal as submited.

The budget calls for the availability of $4 billion in Participating Security leverage and $3 billion
in Debenture leverage. As is the case this year, FY 2003 leverage would be supported 100% by
fees and interest paid to the government by Debenture SBICs and by fees, prioritized payments,
and profit distributions paid to the government by Participating Security SBICs. The per annum
portion of those costs will be virtually unchanged from the FY 2002 rates. Thus, as is the case
this year, no appropriation will be required to make $7 billion available. When added to the
minimum required private capital, $10 billion in new capital will be made available for SBIC
investments in U.S. small businesses.

At a time when the U.S. economy can use all the financial help it can get, SBICs are proving
their value as steady and reliable sources of venture capital for America’s small business
entrepreneurs. For the fiscal year ended September 30, 2001, SBICs invested $4.6 billion in
2,254 companies. Although the total invested was down 18% from the record $5.5 billion of FY
2000, it was 7% more than the $4.2 billion invested in FY 1999, with 14% more companies
receiving financing than in FY’99. Of great importance to small businesses seeking capital,
SBICs are proving to be a far more stable source of financing than non-SBIC venture capital
funds. According to Venture Economics and the National Venture Capital Association, for the
same fiscal 2001 period, all venture capital investments totaled $52.3 billion, down 51% from
$106.1 billion the total invested in the same fiscal 2000 period. Calendar-year statistics are even
more revealing. All venture capital investments dropped from $99.6 billion in 2000 to $36.6
billion in 2001—a 63% drop. SBIC investments dropped just 3% for the same period.

SBICs continued to be a significant source of capital for new businesses, with 58% of all FY
2001 investments made in companies in business for three years or less. The average size of
investments by all SBICs continued at the $1 million mark while non-SBIC investments
averaged $11 million for the same period. For leveraged SBICs, the average and median
investment sizes were well below the $1 million level. These numbers speak to the importance
of SBIC capital to the great numbers of younger, smaller, less capital-intensive companies that
become important parts of the economic foundations of their respective communities. In this
regard, it is interesting to note that almost $1 billion, 22% of total investments, were made in
companies located in Low- and Moderate-Income areas as defined by the government. I have
attached a sheet containing some of the relevant FY 2001 SBIC investment statistics to further
underscore that SBICs are producing the results that Congress intended when its redesign of the
program became effective in FY 1994. We are pleased to note that the Administration has also
recognized the effectiveness of the SBIC program in its rating of SBA programs for budget
allocation purposes.

Total SBIC capital resources rose from $15.4 billion at year-end FY 2000 to $18.8 billion at the
close of FY’01-—an increase of 22%. Further, despite the fact that raising venture capital is
substantially more difficult at present, the SBIC program continues to grow. Private investors
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committed $1.1 billion in new private capital to the 51 new SBICs licensed in FY 2001, down
9% from FY 2000, but 47% more than the $747 miilion committed in FY 1999. The backlog of
current license applications at SBA and the rate at which new applications are being received
make it likely that a similar number of new funds will be licensed this year. This will ensure the
continued flow of critical venture capital to the fast growing U.S. small businesses that are the
foundation of U.S. job creation and economic growth,

‘With the jarring economic contraction we have experienced over the past 18 months or so, some
losses in the SBIC program are to be expected. Economic business cycles apply to SBICs just as
they do to all other business endeavors. However, the SBIC program remains strong. The SBIC
program is designed to stimulate the flow of scarce venture capital to U.8. small businesses in
such a way that over time the government neither makes money nor loses money in connection
with the augmentation of private capital by government-guaranteed capital. Using a complex
model, the Office of Management and Budget (OMB) sets the “reserves™ that must be
established each year to meet potential out-year losses associated with the projected failure by
some SBICs to repay some or all of their leverage. While there is no “lock box” for the annual
reserve amounts, they are made up of fees, interest, prioritized returns, and profit shares paid
directly to the goverament by SBICs and, when required, annual appropriations agreed to by
Congress. The balance of these “reserves™ for the period FY?94-FY 01 was approximately $500
million at the close of FY*01. Since the private capital of each fund is at risk before
government-gnaranteed capital, the practical reserves are even greater, and more funds are being
added to reserves in FY'02. The program is in a strong position to weather the current economic
cycle over time and will all the while continue to be a constant source of venture capital for
starting and expanding U.S. small businesses.

Suggested Legislation To Increase Private Capital Investment In Debenture SBICs

As we did last year, we ask your support for legislation that would exempt income received by
tax-exempt institutional investors from Debenture SBICs they might invest in from treatment as
Unrelated Business Taxable Income (UBTI) under the Internal Revenue Code (IRC). These
investors include pension funds, charitable foundations, and university endowment funds. UBTI
is subject to filing requirements and taxation and creates a strong, almost total, disincentive for
tax-exempt investors that might otherwise be interested in investing in one or more Debenture
funds. The exemption would provide Debenture SBICs with access to substantial sources of
potential private capital that are not available to them at present, capital sources that are avmlable
to Participating Security SBICs and other equity based venture capital funds,

UBTI is created automatically by Debenture SBICs because the government-guaranteed capital
used to augment private capital in the Debenture program is borrowed capital. It is structured
that way by the provisions of the Small Business Investment Act. The IRC treats the borrowed
capital as “acquisition indebtedness,” indebtedness that triggers UBTL This is unlike the
Participating Security program wherein the government-guaranteed capital is structured as an
equity investment by the government in the SBICs receiving the same.

UBTI treatment makes it virtually impossible for Debenture SBICs to raise private capital from
tax-exempt institutional investors. The reason is not that tax-exempt institutional investors do
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not invest in venture capital funds. They do. Acceording to Thomson Financial / Venture
Economics of Newark, New Jersey, institutional investors provide as much as 60% of the capital
invested in venture capital funds each year. However, given the option of investing in venture
capital funds that create UBT] and those that do not, it is not surprising to leamn that tax-exempt
investors almost always opt to invest in the latter category of funds. Investments in equity-based
funds do not create UBTI for tax-exempt investors.

UBTI tax rules that serve as roadblocks for Debenture SBIC managers trying to provide the
above loans have no place in the context of the SBIC program. The express congressional policy
of the Small Business Investment Act is: “to improve and stimulate the national economy in
general and the small business segment thereof in particular by establishing a program to
stimulate and supplement the flow of private equity capital and Jong-term Joans which small-
business concerns need for the sound financing of their business operations and for their growth,
expansion, and modemization ... provided. however, that this policy shall be carried out in such
a manner as to insure the maximum participation of private financing sources.” Section 102 of
the Act, emphasis added. Private capital held by tax-exempt organizations represents the large
majority of private capital potentially available to SBICs for investing in domestic small
businesses. To advance the express policy of the Small Business Investment Act, it is reasonable
that Congress exclude from the definition of UBTI any income received by a tax-exempt
organization that is derived from an investment in an SBIC.

The Debenture SBIC program was designed to enable Debenture SBICs to make loans to small
businesses that are generally subordinate fo, and may be the basis for, more senior credit
facilities from commercial banks. As such, these subordinated loans are ofen critical 1o the
survival of the small businesses that secure them. Such loans are particularly suited for family-
owned businesses that may never reach the growth required to “go public,” or, for companies
whose owners may never want to give up equity in (or control of) their companies by the sale of
large blocks of stock. These companies are often found in the heartland of America, not the
“hot” locations that typically attract media attention. Nonetheless, these companies are
important to America’s economic wellbeing in general and the healih of their local communities
in particutar. They are often primary employers in the areas in which they are located.

There will be little or no tax revenue loss if an exemption from UBTI consequences is provided
for tax-exempt institutional investors investing in Debenture SBICs, At year-end FY 2001, we
estimate that less than $35 million in tax-exempt investor funds were invested in Debenture
SBICs~pnly 2% of the $1.6 billion in private capital invested in all Debenture funds. We
estimate the revenue impact will be no more than $1 million per year. We have strong support in
the Senate for the proposed change. We hope that, following vour consideration of the issues
involved, the Committee will support the proposed change as well and work with the Ways and
Means Committee to see it included in an appropriate piece of legislation. Adopting the change
is the single most effective step Congress could take this year to increase private capital
investment in Debenture SBICs and, therefore, in the small businesses they serve.

Thank you again for your consideration our views, We look forward to working with you again
this year to further improve the SBIC program and its ability to help meet the venture capital
requirements of America’s small businesses.



85

Lee W. Mercer Page 4 February 13, 2002

NASBIC

Amaerica's Small Business Partners

Small Business Investment Company Program Statistics
Fiscal Year 2001 SBIC Data From SBA Reports

investments By Type Of SBIC Number  Total § Amount $%  $Average $ Median

Participating Security SBiCs 1,879 1,443,486,832 32% 768,221 300,000

Debenture SBICs 1,256 694,087,131 16% 552,617 163,161

Bank SBICs (No Leverage) 832 2,272,926,251 51% 2,731,883 1,064,275

Specialized SBICs 310~ 44,774,823 1% 144,435 50,000
Total Investments 4277 4455275043  100% 1,041,682 257,500

Category Of Investments

Straight Debt 1,066 289,633,931 7% 271,702 78,133

Debt With Equity Features 1,348 903,422,529 20% 669,698 225,000

Equity Only 1862 3.262,218.583 73% 1,751,997 796,127
Total Investments 4,277 4,455,275,043 100% 4,041,682 257,500

Invest ts By Busi Age

Under 3 Years ‘ 2,285 2,568,338,023 58% 1,124,000 250,000

3106 Years 924 969,983,147 22% 1,040,776 334,056

8 to 10 Years 436 285,358,160 8% 654,491 249,498

Qver 10 Years 632 631,584,713 14% 999,343 267,337
Total Investments 4,277 4,455,275,043 100% 1,041,682 257,500

Investments By Business Type

High Technology Businesses 1,664 1,916,853,818 43% 1,151,955 400,500

Ali Other Businesses 2613 2,538,421,225 57% 971,459 210,000
Total Investments 4,277 4,455,275,043 100% 1,041,682 257,500

Investments In LM! Areas

Low-income Areas 633 562,146,200 13% 888,087 160,000

Moderate-Income Areas 487 425,416,973 10% 873,546 200,000

Total LM Investments 1,120 987,563,173 23% 881,753 186,463

Notes:

1. Atolal of 2,254 small businesses received SBIC financing from 4,277 invesiments made in FY 2001,

2. The median number of employees in SBIC-financed companies in FY 2001 was 30.

3. The average non-SBIC venture capital investment equaled approximately $11 million in 2001

4. Approximately 85% of all non-SBIC venture capital investments are made in high-technology firms.

5. Participating Security SBICs had distributed $279 million in profits to SBA through February 6, 2002.

6. SBIC investments were 55% of transactions and 12% of total dollars for January-September 2001.

National Association of Small Busi In t Compani
666 11th Street, N.W. o Suite 750 » Washington, DC 20001
Tel: 202-628-5055 o Fax: 202-628-5080
Internet: www.nasbic.org « E-Mail: nasbic@nasbic.org
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The National Association of Development Companies (NADCO) is pleased to provide a
statement to the House of Representatives Committee on Small Business concerning the SBA
budget proposed by the Administration for FY 2003. NADCO is the frade association for SBA 504
Certified Development Companies (CDCs). We represent 250 CDCs and more than 175 affiliate
members, who together provided more than 98% of all SBA 504 financing to small businesses
during 2000. NADCO's mission is to serve as the key advocate for the 504 program, and to provide
program technical support and professional education to our membership. As the Committee knows,
504’s objective is economic development and specifically job creation by funding the expansion of
small businesses. No other Federal program can claim to have created almost 1,000,000 jobs, as the
504 program has done. This mission is more important today than ever before, with our economy
stuck in neutral at best, and in recession at worst.

NADCO would like to thank Chairman Manzullo, Ranking Member Velazquez, and the
entire Committee, for continued support of the 504 program and the CDC industry. Your
Committee has worked closely with the Congressional leadership, SBA, and our industry to ensure
the availability of capital to small businesses through the 504 program previous to and during this
recession. We would especially like to thank Chainman Manzullo for inserting important Report
language in the FY 2001 Treasury - Postal Appropriations bill concerning the 504 subsidy model.
This language requires the Administration to provide a report to the Comumittee on progress to
correct the subsidy model. We await this report from OMB.

We have three objectives in providing this testimony to the Committee. First, NADCO
would like to comment on the FY 2003 SBA budget. This includes the Administration’s 504
authorization level, as well as the proposed borrower fees and subsidy model assumptions by SBA.

Second, we will comment on several of the management initiatives raised in the
Administration’s budget. Third, we will address the need for continuing vigilance by this
Committee over the fees imposed by the Administration on our borrowers, first mortgage lenders,
and CDCs for use of the 504 program.

PROPOSED SBA FY 2003 BUDGET

First, I must express our industry’s disappointment with both the timing and completeness of
information provided to us in aaticipation of this important hearing. Although the President’s
budget was released on February 4™, the Administration did not provide any details on the 504
subsidy model assumptions, authorization, or other budget items until a meeting on Monday. This
lack of communication has left us no time fo thoroughly review these forecasts, or request any
additional information on SBA budget assumptions. I must assume this situation is due to SBA’s
expectations that we may disagree with many subsidy model assumptions.

1. 564 PROGRAM AUTHORIZATION LEVEL

SBA has proposed that the authorization level for the 504 program be set for FY 2003 at
$4.5 billion. We support this level of authorization for 504. As the program continues to fund itself
through borrower, CDC, and first mortgage lender fees, there is no cost to the Federal government,
nor any Congressional appropriation.

The benefits to the country are numerous. New 504 projects provide new jobs in their
communities by expanding the land, equipment, buildings, and employment levels for our
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borrowers. In turn, this expansion leads directly to new tax bases, including:

> City & County real estate taxes from new construction projects

> State & local sales taxes from increased business revenues

> Federal & State income taxes from new and expanding businesses
> Federal & State payroll taxes from new employees.

It is clear that businesses assisted by this no-cost program are contributing to the tax
revenues received by all levels of local, State, and Federal governments. We encourage this
Committee to support this authorization level during this economic recession when every job we
create is putting someone back to work. ‘

2. 504 BORROWER FEE INCREASE
SBA’s proposed FY 2003 budget increases the annual fee charged each 504 small business

borrower from 0.410% to 0.425%. We are shocked and dismayed at this increase, in light of our
understanding of the portfolio’s performance and the success of key new initiatives.

While a relatively small increase in user cost, this change appears to herald a new and totally
unjustified concern by the Administration about the performance of our 504 loan portfolio. We find
this surprising. The most important subsidy model factor is loan defaults. In the SBA model,
defaults actually are forecasted to decline.

As noted above, this is not a true “‘subsidy” model, but actually a cost model. There is no
Congressional appropriation that provides a 504 subsidy. The fees paid by borrowers, our CDCs,
and even our first mortgage lenders offset completely the program operating expenses. Thus, this is
a free program for the taxpayer. Further, it is, in fact a cash cow, given that it is providing excess
fees back to the Treasury. SBA’s own re-estimates for this year demonstrate that 504 will have
returned almost $400 million in excess borrower fees during the last five years. We question how
the agency can in good conscience decide to increase the borrower fees when borrowers are actually
providing hundreds of millions of dollars to the Federal government.

Several factors influence the program cost model, which leads directly to the bonoWer fee. 1
will address each separately, based on my knowledge of our program’s true historical portfolio
performance, rather than subjective assumptions.

Loan Default Rate:

The 504 loan default rate improves from 8.4% down to 8.3%. While we welcome this
improvement, it brings up two more issues. (A) How can you see a decline in portfolio currency, yet
see an improvement in defaults? My experience is that, when currency declines, defaults go up
rather than improve. (B) Based on a brief study by SBA and OMB last year, there appears to be very
old loan data that is driving down SBA forecasts of performance. When this Committee requested
the Administration to analyze a change in the “look back” period to ten years, our default rate was
actually cut in half — to about 4%. Why was this cost model change not implemented, since it uses
the most recent and accurate loan data reflective of our current program operations?

Attached to this testimony is a chart provided by Bank of New York, the 504 program
Trustee bank. This chart reveals to significant items. First, prepayments have spiked. More on this
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below. Second, loan defanits have actually remained fairly constant for the last ten years. During
this time, our annual loan volume has grown from about $300 million to almost $2.5 billion. This
means that the actual default percent has fallen rapidly and remains well below SBA forecasts.

Further supporting our concern about the accuracy of this forecast is the President’s own
budget figures. On page 49 of the SBA Budget Request and Performance Plan is the following
statement: “Defaults amount to about 360 — 70M annually”. This clearly agrees with our chart that
504 loan defaults bave been very consistent for many years. At a rate of only $2.5 billion in annual
loans, this amounts to less than a 3% default rate. We ask the Committee to request reconciliation of
this 3% figure with the budget’s factor of 8.3%.

504 Y.oan Currency Rate:

SBA forecasts that 504’s loan portfolio currency rate will decline from 98.5% to 95.5%.
Given that last year saw the peak of this recession, we should expect the 2003 loans to improve,
rather than decline in their currency rate. With virtnally all 504 loans being for real estate, we cannot
identify any reason why loans with such collateral would suffer any decline in their currency rate
while working capital loans maintain a constant level of currency. Our experience with business real
estate loans is that these are the absolute last debt a business owner fails to pay. The owner knows
that a default on his business property essentially drives his business to a complete failure when he
is thrown out of his property by lenders. Most business owners pay their business property loans
even before their home mortgages. We seek further clarification from SBA on this unusual forecast.

Loan Recovery Rate:

Third, SBA’s forecast of their recoveries on defaulted loan collateral again declines —to an
abysmal 20% from last year’s 26.9%. We cannot understand this forecast, given the clear results of
two on-going SBA programs. One program, the Congressionally-mandated 504 liquidation program,
has had very positive results. With virtually all loans accounted for, the average recovery rate for
both CDC and SBA staffed efforts has easily exceeded 50% of the outstanding 504 loan balance.

The other program, the SBA asset sale program, has resulted in a sale of 872 504 loans for
over $170 million. Again, the recovery rate has been over 50%. Even the Administration’s own
budget proposal notes that “the Agency implemented a highly successful asset sale program and
will continue to strategically sell our loan portfolio.” Frankly, if a 20% net recovery is the
definition of highly successful, SBA should seriously consider allowing more private lenders and
CDCs to perform the recovery process. 20% recovery just doesn’t cut it.

The budget shows that the major reasons for continued decline in the net recovery rate is
high collection expenses. Each of the above initiatives — the CDC liguidation program and the asset
sale program — should see very few SBA expenses. CDCs doing the 504 default recoveries are
shouldering their collection costs. The asset sales should reduce liquidation and recovery costs for
SBA, given that few staff are involved in sales and no servicing is needed for the loans being sold.
Yet, it appears from budget assumptions that SBA’s forecast of collection expenses remains
extraordinarily high — almost 40% of the loan balances. It seems that either SBA’s costs are out of
control, or their new accounting system has not figured out which costs to allocate to the asset sales.
Given the apparent successes of these two programs, we cannot understand how the overall recovery
rate would continue its decline. We believe the Committee should seek detailed and independently
verifiable information on the asset sales and the SBA loan recovery expenditures.
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During our Monday meeting with SBA, we learned that SBA collection forecasts do not
inchide proceeds from secondary notes by loan guarantors, or notes from sales of foreclosed 504
assets. SBA did not provide any data on the number or total value of these notes that they now own.
However, we believe that many 504 defaulis result in either a sale of the real estate, with SBA
taking back a note, or perhaps one of the original borrowers providing a new note to SBA based on
his personal guaranty of the original 504 note. It would appear that the program subsidy model in
counting as a total loss the payoff by SBA of the 504 debenture, but giving the program no credit for
many recoveries that involve notes. This is clearly lowering the recovery rate and increasing the
borrower fees for no reason. We ask the Committee to investigate this procedure, and correct it as
quickly as possible. This should be done even for the FY 2003 budget model.

Loan Prepayment Rate:

SBA’s forecast of the loan prepayment rate continues to be about 50% of our loans. This
appears far too high, based on actual history of our portfolio. Obviously, when prevailing private
rates are low (as now) there will be some prepayments of 504 loans. However, while these rates
have “blipped up” in the last six months (as the chart shows), they are already rapidly moderating.
However, these loans prepaying are not even in the current 2003 loan cohort, and thus cannot be
considered part of this year’s forecasted prepayment rate.

Additionally, the 504 debentures to fund our loans this year are being sold at historic low
interest rates. Recent sales have been at rates below 6%. With no expected increase in long term
rates for the next several months, we cannot imagine the small business who will find lower rates
from the private markets, and decide to refinance in the next twenty years. Even with commercial
banks providing low rates, the 504 loan volume is reaching record new highs. Thus, we strongly
disagree with SBA’s assumption of a high prepayment rate for FY 2003. We ask the Committee to
obtain detailed information about this forecast, and compare it with recent historical trends of our
actual portfolio prepayments as recorded by our Trustee bank.

SBA MANAGEMENT INITIATIVES

Strategy #2: Manage Human Capital More Strategically

We strongly support the need for this managerent strategy. With loan volume growth
continuing even as SBA staff shrinks, SBA must “work smarter, not harder.” There will simply not
be enough field staff to perform all the loan underwriting, authorization, closing, servicing, and
liquidation functions required of a $50 billion loan portfolio. The agency’s existing PLP and PCLP
programs point the way to the future; off-load work better done by others, and allowing SBA staff to
perform quality lender oversight. You don’t see the OCC performing individual loan underwriting
and servicing actions, but everyone certainly thinks the banking industry is well regulated through
OCC’s audit and control functions. Perhaps SBA should emulate the OCC. Additionally, SBA’s
plan to expand centralization of many repetitive actions that require unique expertise is a very
positive move. This has proven to be successful in the two loan servicing centers now in operation.
These specialized staffs are able to increase productivity and reduce costs, while actually providing
improved service to lenders and borrowers.

There is also increased focus on staff training. We endorse this objective, and hope it goes
beyond only generic management training. With retirements by many senior field office staff, there
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appears to be declining expertise in the core lending and servicing skills needed to oversee SBA’s
programs. For a number of years, SBA staff participated in lending industry training, including
NADCO?’s, to learn the same skills we teach our own industry members. We are encouraged that
SBA may again focus on staff training, and suggest that the agency work with lender industry
groups who provide cost-effective program training to their members. This method may be less
costly than creating their own fraining programs on basic finance, credit, and lending.

Strategy #3: Improve Financial Management Information
Strategy #6: Improve Credit Program Management

We strongly support the need for these objectives. The Loan Monitoring System actually
began nearly five years ago as a joint review of the 504 program operations by SBA and CDC staffs.
As I have observed this system development over the years, it has stopped and started several times
— each time with different contractors who knew little or nothing about SBA lending programs, yet
were expected to design systems to automate highly sophisticated lending and servicing procedures.
This project appears 10 have made little or no progress, while burning through millions of taxpayer
dollars. It should be “reconstituted” as stated by the Administrator, and should take advantage of the
knowledge and skills of the lender industries that it will provide information both to and about. At
this time, it does not appear that the agency has either the data processing or loan portfolio
management skills to plan, design, or develop this system in-house.

We support the implementation of the Congressionally mandated liquidation authority for
qualified CDCs. Long-standing Members of this Committee may recall that the liquidation pilot was
actually our industry’s idea to improve loan recoveries. Further, our member CDCs agreed to absorb
the costs of liquidation and workout efforts due to agency budget shortfalls. The recently completed
lignidation pilot dispelled the notion that numerous experienced CDCs might not be able to perform
adequate loan recoveries. This pilot has been a sterling success through the joint efforts of talented
SBA staff and many CDCs. Further, given the apparent belief by SBA that their own recovery
efforts may yield only a paliry 20%, it might be best for everyone if privatization of 504 loan
recovery efforts was accelerated, rather than rely on the loan asset sales.

Increased Use of 504 For Larger Real Estate Loans

In order to stretch the appropriation for the 7(a) loan program, SBA indicates it may consider
a forced shift of some real estate loans now done under 7(a) to the 504 program. We support efforts
to increase awareness and use of the 504 program. We are also committed to ensuring that the
program is being delivered throughout the U. S. through local CDCs. While SBA’s proposal might
appear to be a quick fix, there are a number of reasons why this may not work to the benefit of
SBA’s small business borrowers. Many projects financed under 7(a) simply won’t qualify under
current law or regulations for 504 loans. Among the reasons are:

* 504 cannot be used to refinance an existing permanent loan.

* 504 cannot normally be used for projects less than $100,000.

* 504 cannot be used if the borrower needs a term of less than ten years, or if a variable
interest rate is best for the borrower.

* 504 cannot easily be used for a “mixed use” project, where the borrower also needs
financing for working capital, inventory, receivables, or fixtures.

¢ Most importantly, 504 loans are for economic development, and have a strict job
creation and retention requirement. Many 7(a) projects do not meet this standard.
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Surmounting these restrictions would clearly require new legislation to modify
Congressional intent for 504. Further, major regulatory and SOP revisions would be required of the
agency. These would likely consume much of this and the next session of Congress, and much of
the Administration’s management time. It would also require substantial discussions with the lender
industries to achieve any consensus on legislation or regulations. It does not appear that this
proposal could be a short term fix for any 7(a) budget shortfall.

504 SUBSIDY: THE NEED FOR VIGHL ANCE

Through this statement, we have noted that we have closely monitored SBA and OMB 504
program cost and fee caloulations for some vears, The borrowers who use this program and the
CDCs and first mortgage lenders who pay additional fees to support the program deserve fo
understand how the fees are calculated that they are being required by a Federal agency to pay to the
Federal Treasury.

In doing the program re-estimates last year, it was clear that 504 had gone the same way as
the 7(a) program: we are now in “negative subsidy”. That is, we were paying more into the Federal
Treasury in borrower and user fees than the program actually is projected to cost. We believe this to
be nothing less than an unauthorized tax on America’s small businesses. Data from SBA’s budget
reveals the following re-estimates by year:

o FY 1999: $13.032 million paid in excess fees to Treasury
s FY 2000: $9.676 million "

s FY 2001: $105.186 million "

* FY 2002: $180.143 million : "

e FY 2003: $88.672 million *

*

Total 5 years: $396.709 million paid in excess fees to Treasury

When SBA and OMB overestimate the true cost of our program, this is no longer a
bureaucratic funny-money budget exercise. The result is real fees paid by real borrowers in real
money to the U. S. Treasury. Six year ago, SBA “guesstimated” that the 504 default rate was 19%.
There was absolutely no historical data to support this figure. With no appropriation, this led to our
small business borrowers having to pay new and incredibly expensive program fees. Those
borrowers from 1997 will be paying these fees in every loan payment every year for the entire
twenty years of their 504 loans, While SBA can “re-estimate” its projections to correct future
program forecasts, our existing borrowers will still pay the inflated fees from the old SBA program
cost models. There is no correction provided to loans already in the portfolio.

The SBA-OMB 504 subsidy model results have been very inconsistent with our analysis of
historical portfolio performance. Last year, OMB and SBA provided this Committee with
projections of 504 defaults under a plan to reduce the reliance on very old and generally incomplete
loan data. That is, SBA was considering shortening the *“look back” period for our subsidy model.
When finally given access to the resuits of their forecasts, we were quite surprised to find that they
were very close to historical actual figures. We are puzzled about SBA and OMB’s unwillingness to
move to utilization of model interpretation that so clearly correlates with true history.

For example, the SBA-projected default rate for 504 dropped from about 11% to under 5%
just by going to a shorter look-back period. This appeared to be very close to the 4% that the
7



93

program has achieved since its creation in 1986. We recognize that many of our loans are still
“young” and future defaults can be expected. However, even SBA’s own analysis has shown that the
vast majority of defaults occur in the first four or five years of a loan pool. However, instead of
correcting its model to better reflect the program’s history, SBA is now considering a move to a
totally new model: the Econometric Model, which has been discussed for several years.

Our industry is concerned that changing the model may provide no more accurate subsidy
and borrower fee forecast than the old model. In fact, we have never argued over the model
structure, which is just a bunch of mathematical formulas set up in a giant financial spreadsheet. Our
concerns center on how SBA and OMB look at our portfolio performance historical data, and come
up with the forecasts they do. Thus, we believe they have a data interpretation issue, not a financial
model structure issue.

We do not understand how changing the model is going to improve their track record of poor
default and recovery forecasting, as demonstrated by the huge “negative subsidy” generated over the
past five years. What this action will do is “re-set the game clock™; that is, they will now have five
more years to demonstrate that they may eventually get a model that might provide accurate
forecasts of our portfolio performance. Until they get it right, or until this Committee is finally fed
up with these moving targets and misinformation, our 504 borrowers will continue to pay what we
believe to be grossly inflated user fees. Assuming our program remains in “negative subsidy”, these
fees will continue to flow to the U. S. Treasury Department. As has been the case for the 7(a)
program for years, these excessive fees will continue to amount to an unauthorized tax on our
borrowers.

Our industry strongly objects to this situation. We ask the Committee get to the bottom of
the Administration’s gyrating program statistics, as Treasury- Postal Appropriations directed OMB
in its Report. We ask for a true determination of whether 504 is in “negative subsidy” and simply
turning over excess fees to the Treasury. If this is the case, we ask this Committee and the Congress
to initiate legislative steps to halt this practice. This may require that the Congress legislate our
program’s fees or place caps on these fees that are based on true program historical performance.

SUMMARY

There are many issues to be addressed for the 504 program if we are to improve it. NADCO
recognizes the Committee’s support for changes to improve and expand the program across
America. Now, we must get SBA and OMB to recognize the true value of the many Congressional
and industry improvements implemented during the past several years. Such improvements have
clearly enhanced the quality of our lending practices, and long term portfolio performance. Our
challenge is to make the Administration recognize the value of these positive changes.

Thank you for allowing us to provide our comments. CDCs are major stakeholders in the
504 program and want to do everything we can to ensure its long term viability. Even though we are
at zero subsidy with no appropriation, we consider the program cost model factors to be a very
serious matter. As quickly as we are able to obtain more detailed and comprehensive information
about the Administration’s cost model forecasts for FY 2003, and perform our own independent
analysis of their projections, NADCO will be pleased to work with the Committee to get to the
bottom of the subsidy issues.
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Statement of
Donald Wilson
President, Association of Small Business Development Centers
February 13, 2002
Before the

U.S. House of Representatives Committee on Small Business

Chairman Manzullo, Ranking Member Velazquez, members of the House Small
Business Committee, I am Donald Wilson, President of the Association of Small
Business Development Centers (ASBDC). The Association represents America’s Small
Business Development Center Network. The nationwide network of 58 state and
territorial programs has almost 1,000 service centers in all 50 states, the District of
Columbia, Puerto Rico, Guam, the Virgin Islands, and American Samoa. On behalf of
the nearly 6,000 dedicated men and women who work in the Network, let me thank you
for inviting ASBDC to testify at this impertant hearing on the FY 2003 Small Business
Administration Budget. In light of the nation’s current economic conditions it is vitally
important that Congress focus on what federal resources will be directed to assist and
support the small business sector of the economy.

Mr. Chairman, America’s Small Business Development Center Network is the
SBA’s largest management and technical assistance program. SBDCs serve more clients
than all other SBA programs, credit and non-credit, combined. SBDC service centers
provide businesses help in setting up their books, with developing business and
marketing plans. SBDC personnel train clients in how to use computers and accounting
software. SBDC counselors advise clients how to beiter manage personnel, and how to
manage inventory. SBDC employees help clients to identify potential markets at home
and abroad. And they provide these services in a highly professional manner. Studies of
Pennsylvania and New York SBDC clients indicate that firms who have received SBDC
counseling tend to have a greater survivability rate than the general small business
population. InFY 2001 the SBDC program provided counseling and training assistance
to almost 610,000 clients. These figures represent a 4.6% increase over FY 2000. For
example, Mr. Chairman, in your home state of Illinois, the number of SBDC counseling
cases increased from 9,737 in FY 2000 to 10,627 in FY 2001. In Ranking Member
Velazquez’s state of New York, counseling cases increased from 32,015 in FY 2000 to
34,420 in FY 2001. And these numbers do not reflect the hundreds of thousands of
informational requests that are handled nationwide by the Network on an annual basis.
In response to emails, faxes, phone calls or drop in visits, SBDC staffers provide helpful
but routine information to clients seeking information on such topics as where to get a
business license or how to secure an employer identification number,

These case numbers reflect the continuing demand by aspiring entrepreneurs and
existing small business owners for management and technical assistance from the SBDC
program. It should also be brought to the committee’s attention that 43% of SBDC
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clients in FY 2001 were women, 24% were minorities and over 7% of the program’s
clients self-declared themselves to be veterans.

Mr. Chairman, America’s Small Business Development Center Network will
celebrate its 22™ anniversary this year. It is a small business management and technical
assistance network without peer. The network has served nearly 9 million clients since its
inception. In the last 6 months, ASBDC, on behalf of the Network, has signed a
partnership agreement with the U.S. Forest Service to provide managernent assistance to
vendors who provide services on Forest Service lands. ASBDC, late last fall, signed a
partnership agreement with OSHA to increase small business awareness of certain OSHA.
regulations such as OSHA’s record keeping requirements. ASBDC is working in
partnership with the Energy Star program at EPA and the Rebuild America program to
develop a curriculum to educate small businesses on ways to improve their bottom line
through improved energy efficiency. ASBDC is also working with the International
Franchise Association to develop a program that will make minorities more aware of
business opportunities as franchise owners. The association is also working separately
with the National Black Chamber of Commerce and the U.S. Hispanic Chamber to
develop working partnerships designed to increase SBDC outreach to minority clients.

The Administration’s recommendation of $88 million in funding for the SBDC
program for FY 2003 is recognition of the contribution the SBDC program makes to the
well being of the small business sector of our economy. Hopefully, it also reflects a
growing awareness at OMB of the importance of small businesses to the economy. In
1998 the SBA office of Advocacy released a report entitled, The New American
Evolution: The Role and Impact of Small Firms. That report asked the rhetorical
question, “Are small firms important?” The answer the report provided has always stuck
with me and is more eloquent than I could ever be:

First, they (small firms) are an integral part of the renewal
process that pervades and defines market economies. New
and small firms play a crucial role in experimentation and -
innovation that leads to technological change and
productivity growth. In short, small firms are about change
and competition because they change market structure.
The U.S. economy is a dynamic organic entity always in
the process of becoming, rather than an established one that
has arrived. It is about prospects for the future, not about
the inheritance of the past.

Second, small firms are the essential mechanism by which
millions enter the economic and social mainstream of
American society. Small businesses enable millions,
including women, minorities, and immigrants, to access the
American Dream. The greatest source of American strength
has always been the American Dream of economic growth,
equal opportunity, and upward mobility.
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The Administration’s budget recommendation for FY 2003 is equal to the figure
appropriated for the program by Congress for FY 2002. ASBDC and its members are
cognizant of the fact that numerous domestic discretionary programs have been.
recommended for funding reductions this year. ASBDC members understand the impact
of declining revenue projections on budget development. We commend the
administration for recognizing the significant needs of the small business community in
the face of a contracting economy and the terrible events of September 11. The 4%
growth in the SBA budget is welcomed. But is it sufficient to meet the nation’s needs?

It is important, for this committee to remember that, as a result of the 2000
Census, twenty-four (24) state SBDC programs took serious budget cuts in FY 2002. .
Those states took cuts, not because they lost population, but because their population did
not grow as fast as the national average during the decade of the nineties. For example
Mr. Chairman, the SBDC in your home state of Tllinois experienced a cut in federal funds
of § 142,108 in FY 2002 compared to FY 2001. The New York SBDC sustained a cut
last year in its core federal funding of § 381,640 compared to FY 2001. It should also be
noted that Illinois, New York and Michigan, states which suffered some of the largest
cuts in SBDC funding in FY 2002, are states suffering some of the highest
unemployment levels in the nation today. It is important to understand that what some
refer to as level funding locks in SBDC programs in 24 states at the reduced FY 2002
funding levels. And those reductions came at a time of heightened need. )

I know there is concern throughout the small business community at reports that
lending authority for the 7(a) program has been reduced by approximately 50 %. SBDC
counselors frequently recommend the 7(a) program to clients if they are unable to secure
conventional financing for working capital, real estate, or equipment. What the impact of
this reduction in loan authority will be on SBDC clients and small businesses generally, 1
cannot predict. But this level of lending authority is cause for concern.

Everyone associated with the SBDC program, state directors, center directors,
counselors and clients were gratified to see that last year’s counterproductive
recommendations for fees for counseling were not repeated in this year’s budget. We
believe that OMB heard the views of this committee and its Senate counterpart on the
issue of counseling fees. We know that both committees were responding to our clients
concerns that at the very time big businesses were being slated for large tax cuts, startup
firms were facing the prospect of new taxes, in the form of user fees. Itisour
understanding that Administrator Barreto has spoken out within the Administration
against fees for counseling. We commend him for his action and appreciate his leadership
on this important issue.

There is Mr. Chairman language in the President’s budget about which there is
considerable concern throughout the SBDC program and I am compelled to address it
directly. 1refer specifically to language on page 351 of the Budget document and I
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quote, “ Measuring the performance of these programs (SBA management and technical
assistance programs) has been difficult because many factors beyond SBA assistance
affect small business sustainability and growth. In addition the SBDCs have been
reluctant to provide information to SBA”. 1 do not know who or what agency is
responsible for inserting this prejudicial and misleading language in the Budget
document. I do not know whether it was OMB or SBA. But it cannot be allowed to stand
unchallenged.

The SBDC program provides SBA with more detailed program activity data, and
more detailed economic impact data than any other management and technical assistance
program within the agency. This unfortunate budget language appears to be designed to
give Congress and the public the impression that the SBDC program is uncooperative in
SBA’s efforts to measure program performance; that the SBDC program is reluctant to
have its performance measured. Such an impression is as false as the very next sentence
in the Budget that states, “ In fact Congress passed legislation prohibiting SBA from
collecting client level information.” The first statement I referenced appears designed to
mislead Congress and the public. The latter simply reflects the author’s lack of
knowledge of Congress’s activities in this area. It would be enlightening to know who the
author was of both of these sentences in the Budget.

As this committee knows full well, the SBDC program has always opposed
openly and without apology the collection of the names, addresses and phone numbers of
SBDC clients by the SBA in a massive centralized database at the agency. Our clients do
not want their privacy compromised in that way. SBDC Board Chair Diane Wolverton,
in candid responses to questions before this committee last year made abundantly clear
why SBDC clients want and need their privacy protected. Apparently, this committee
shared our concerns because it unanimously approved the Velazquez amendment to HR
203. That amendment was crafted to assure the confidentiality of SBDC client
information. As members of this committee are aware, the full House overwhelming
approved HR 203 last fall. : :

Mr. Chairman, when SBDC clients come to an SBDC service center, they are
given SBA Form 641 or its equivalent to read and sign. I should point out to the
Committee that OMB formally approved Form 641. Clients, in signing Form 641,
Request for Counseling, acknowledge that they “understand that any information
disclosed to be held in strict confidence by him/her.(referring to the client’s
management counselor). SBDC counselors have always honored that client .
~understanding.

However, in recent years SBA has repeatedly proposed an Entreprencurial
Development Management Information System within the agency. Representatives of the
agency have insisted that the system include the names, addresses and phone numbers of
all SBDC clients. Explanations by SBA personnel of why such a system was necessaty
have been varied. Inquiries as to how the information would be used have received
widely conflicting answers. ASBDC, SBDC host institutions, SBDC state directors,
counselors and clients have always been reluctant, especially in light of the assurances
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mmplicit in Form 641, to provide the SBA with client names, addresses and phone
numbers. And SBDC personnel are not the only ones who feel this way. It is.my
understanding that many if not most SCORE counselors share our views with regard to
their clients’ confidentiality.

SBDC case files, however, are available on site at any SBDC service center for
random review by SBA project officers, program managers, program review teams and
certification teams in their oversight and management capacity. If the reluctance of
SBDCs to assist SBA in creating a ceniralized database of clients’ names addresses and
phone numbers is what the budget language refers to, then I acknowledge publicly here
today that reluctance. SBDCs, however, to the best of my knowledge have never been
anything but forthcoming with regard to data about the activities of the SBDC program,
demographic data about our clients or economic impact data. Statements to the contrary
are, to my knowledge, without foundation.

ASBDC every two years does a comprehensive survey (the Chrisman study)-of
the program’s long term counseling clients (five hours of counseling or more) and shares
that data with Congress and SBA. The latest Chrisman study, conducted two years ago
indicated that 49.3% of long-term SBDC counseling clients served during 1998 were pre-
venture clients. Chrisman estimates that of that 49.3% who were pre-venture, 54%
actually started new businesses during 1998 or 1999,

I am pleased to report to you Mr., Chairman that as a result of negotiations and
conversations with officials in the SBA Office of Entrepreneurial Development during
the last month, the agency last week acknowledged that it can achieve its informational
objectives without having clients’ names, addresses and phone numbers in a centralized
database. This is a welcomed turn of events.

The Agency has indicated it needs the number of clients served compiled by city,
‘state and zip code. This data historically has been available by state and service center.
SBA also wants traditional data regarding gender, ethnicity, etc., broken out by city, state
and zip code. ASBDC and its members are prepared to work cooperatively with the -
agency to achieve these objectives.

Despite the fact that SBA has informed us that they no longer need clients’
names, addresses and phone numbers, this committee needs to. know that the disparaging
statement in the Budget, implying that SBDCs are reluctant to supply data on the
program’s effectiveness is adversely impacting the program’s reputation. The American
City Business Journals, which produce business publications in approximately 40 major
markets, have carried an article highlighting the language in the Budget and the fact that
OMB rates the effectiveness of the SBDC program as “ unknown.” I have been informed
in the last 24 hours that, in response to that article being carried in the New Mexico
Business Weekly, a state legislator in New Mexico has called for an investigation of the
SBDC program in New Mexico. If OMB truly has doubts about the effectiveness of the
SBDC program, then why is this year’s Budget recommendation for the SBDC program
$12 million greater than the Administration recommended last year?
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I would encourage this committee to ask OMB and SBA to document what data
they have from SCORE, the Women’s Business Center Program, the Micro loan
Technical Assistance Program, the Minority Business Development Center Program, the
Native American Business Center program, etc, etc., that they do not have from the

" SBDC program. Ask OMB what data they have from the Minority Business
Development Center Program at the Department of Commerce. If, in fact, these other
programs have submitted the same or less data, both agencies should be asked why the
SBDC program was singled out among management and technical assistance programs
for an effectiveness rating of “unknown™ ’

On a more positive note Mr. Chairman, ASBDC and its members deeply
appreciate the efforts of this committee to enact HR 3230, the American Small Business
Emergency Relief and Recovery Act of 2001. Your leadership, Mr: Chairman, in
introducing HR 3230 and moving it through this committee with strong bipartisan
support shows what can be done when lawmakers are committed in both word and deed
to addressing the serious needs of small businesses in this country. HR 3230 needs to be
‘passed by the House, approved in the Senate and sent to the President for his signature.
HR 3230 addresses many of the needs of the small business community. This important
legislation would enable SBDCs to address the needs of tens of thousands of additional
clients who are experiencing severe business problems brought on by the decline in the
economy and the events of September 11. HR 3230 would also enable the SBDC .
program to assist tens of thousands of Americans who have lost their jobs and who are
seeking to stabilize their financial situation through self-employment. As the Burcau of
Labor Statistics will verify, when unemployment increases, efforts at self- employment
increase. I believe the President’s budget included roughly $70 billion for a
comprehensive economic stimulus bill. If a comprehensive economic stimulus bill is not
going to be enacted, we would strongly recommend that the Congressional budget
resolution in the House include adequate funding for HR 3230, which 1 beheve has been
estimated to cost roughly $800 million.

Mr. Chairman, all of us are eager to see the economy turnaround. And there are
predictions that recovery may be underway. However, we believe it is likely that
unemployment will continue to rise in the coming months. The decline in unemployment
for the last month reported may have been a seasonal aberration. A survey released a few
days ago by the National Conference of Mayors indicates that 76% of small business
owners do not anticipate hiring new employees this year. Those disturbing survey results
do not bode well for a robust or swift economie recovery.

There is unquestionably a looming credit squeeze of potentially significant
proportions. The Enron scandal, and continued reports of restatements of earnings by
large corporations have shaken everyone’s confidence in corporate financial statetments.
This loss of confidence is forcing banks to severely tighten credit. And major lending
institutions may well be facing significant loan losses in the months shead. A roughly
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seven percent decline in the stock market since the first of the year is impacting the net
worth of millions of Americans and will ne doubt adversely impact consumer confidence.

‘ The nation is fighting on two fronts. We are fighting a difficult war against
terrorism worldwide and we are fighting contraction in the economy. President Bush has
presented a budget that propoges spending a little over $2.1 trillion. SBA’s budget
by my calculation, and I am no mathematician, represents less than 4/100 of 1% of the
proposed FY 2003 Federal Budget. Members of Congress are going to have to decide if
that is an appropriate allocation of the federal government’s financial resources. Itis
difficult to reconcile the fact that SBA receives only about 4/100 of 1% of the budget
when small businesses in this country account for half of the nation’s gross domestic
product, employ S8 percent of the nation’s workforce, create an estimated 75% of net
new jobs and according to the IRS account for 44 % of all money collected by the
IRS annually. : )

Certainly there is no reason to believe that big business will lead us out of the
current economic slowdown. The Fortune 500 companies have experienced a pet loss of
jobs in the past decade. Kmart, once the nation’s largest retailer has declared bankruptey.
Enron, once the nation’s seventh largest corporation has collapsed. The companies that
will be responsible for reducing the nation’s unemployment rate, the companies that will
put American’s back to work and paying taxes will be America’s small businesses.

America’s corporate conglomerates continue to approach Congress for what some’
view as unseemly levels of tax relief. Some bills introduced in Congress would provide
billions to single companies. Ford Motor Company alone under the economic stimulus
package that passed the House last year would have received a tax rebate reported to be
as high as $2 billion dollars, more than twice the total budget of the SBA. General
Electric, GM and others reportedly were not far behind.

The SBDC program struggles to supply services'to a poteritial customer bagse of
25 million self- employed on a budget of $88 million in federal funds annually. And yet
Department of Agriculture press releases report how a handful of oil seed farmers
received direct federal payments of approximately $85 million late last summer. 1am not
here to bash agricultural subsidies, Production of food and fiber are essential to our
national security. But we hear constant statements regarding how these agricultural
payments are essential to the preservation of the family farm. And they may well be. If
s0, that is well and good. But we hear very few statements about the need to preserve the
family hardware store, the family pharmacy, the family grocery store, dry cleaners, office
supply store, etc. However, when millions of small businesses are facing difficult times,
as they are now, the government’s current allocation of resources does not indicate a
determined commitrent to the nation’s small business community. -

Small businesses need more than simply modest tax cuts. In some instances they
may need low interest loans. In the case of those small companies devastated by the
events of September 11, they may need grants. Most need expanded management and
technical assistance. And virtually all-small businesses need regulatory and tax
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compliance assistance. That regulatory compliance and tax compliance impose
disproportionate burdens on small businesses as compared to larger firms is well
documented. In most Departments and agencies a fairer share of resources needs to be
directed toward small business. The Energy Star program at EPA is a good example.
Only a very modest percentage of that program’s resources are focused on the small
business community. And it is the small business community that is the least energy
efficient. That is not a wise allocation of resources.

M, Chairman you will be submitting a letter to the House Budget Committee in the
coming days. . I sincerely hope that your letter will encourage the Budget Committee to
take a serious look at what small businesses contribute to the Federal Treasury and what
they receives in return. Members of this committee clearly understand the problem.
However, it is not clear that those in the Executive Branch who write budgets and those
in the Congress who write budget resolutions or who craft appropriations bills are as
sensitive to the needs of small business as those who serve on this committee.

Certainly small business owners understand that they benefit from a strong
military. They benefit from road construction, from spending on health care, ete. But if
our government does not allocate adequate resources to the needs of small businesses and
offer adequate assistance to the one in ten adults in our economy who are seeking to
establish a small business, then our economy will likely face only a moderate recovery at
best. And if that recovery is shallow, as many now predict, we will face serious deficits
for the rest of the decade and likely beyond. If that occurs, Congress will lack the
financial resources to address the health care needs of an aging population. Congress will
not have adequate resources for roads and other infrastructure improvements. Congress
will be unable fo pay for both guns and butter.

Mr. Chairman if an SBDC counselor can help a small business stay viable, there is a clear
return on investment to the Treasury. That small business will pay taxes and its
employees will pay taxes, taxes that would be lost to the Treasury if the business failed.
Moreover, if that small business can be prevented from failing and its employees
prevented from joining the ranks of the unemployed, the Treasury will not pay out as
much in unemployment compensation, food stamps, Medicaid and other safety net
programs. There is meaningful evidence that the true return on investment to the
Treasury resulting from SBDC assistance to small firms, if viewed in the terms I have
outlined, exceeds the dollars appropriated for the program.

Mr. Chairman we appreciate the efforts this committee has made under your leadership.
‘We noted earlier your leadership on HR 3230 and the committee’s approval of that
important legislation. We commend you and all the members of this committee for their
successful efforts to secure House enactment of HR 203, the Sweeney bill; HR 2666, the
Brady bill and HR 2538, the Udall bill. We would encourage all on this committee to
encourage their home state senators to help move these important bills through the Senate
and to the President’s desk for his signature. These and other bills approved and
advocated by this committee could make a significant contribution to strengthening the
vitality of the nation’s small business sector. :
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ASBDC looks forward to working with you Mr. Chairman, with ranking Member
Velazquez and with all the members of this committee to heighten awareness of the
contribution small businesses make to the overall welfare of this nation. We stand ready
to assist this committee in advocating for adequate budget resources to be directed to
meet the needs of the nation’s small business sector. ASBDC, on behalf of its members,
pledges to this committee, that the SBDC Network will continue to utilize the resources.
the program receives to the maximum benefit of the clients the Network serves.

Thank you Mr. Chairman for allowing me to appear before this committee today. ‘
ASBDC appreciates the committee’s consideration of its views. I would be glad at this
time to try and respond to any questions the committee may have.
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Response for the Record
Administrator Barreto to Mr. Chabot, page 28, line 583

The Small Business Administration (SBA) has never conducted an overall program review or
assessment of the Small Business Development Center (SBDC) program. However, in October
2000, the SBA initiated a program review to describe the SBDC delivery system and identify
strengths and weaknesses.

“Inconsistency in data definition, collection, and use across the network™ is one of the
weaknesses identified in the study. An example of data inconsistency affects the ability to make
comparisons between SBDC data and national data (U.S. census). One reason is that the national
data has more categories (e.g., real estate, health care, food services, etc.) than those provided on
the forms completed by the SBDCs. Another reason is the difficulty in categorizing a business.
Some may indicate a service when operating a restaurant, and others might designate it as retail
trade.

The study recommended that SBDCs “introduce consistency in data quality of program
performance information.”

Examples of data collected by SBDCs are listed below:

Number Of Clients Counseled And Number If Training Attendees

Type Of Business For Clients Counseled

Number Of Clients By Gender Ownership And Ethnic Background

Number Of Clients Counseled By Military Status And SBA Client Type

Number Of Clients By Area Of Counseling Provided

Categories Of Training Attendees

Number Of Sessions By Training Topic

*  Minimum, Maximum And Average Number And Percentages For SBDC Client Indicators

As part of its ongoing efforts to improve the efficiency and effectiveness of its programs and
services (including those provided by its partners), the SBA is evaluating its core programs.
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RESPONSES TO QUESTIONS SUBMITTED TO THE SMALL BUSINESS
ADMINISTRATION

Question 1: T understand that as part of its effort to correct the continued miscalculation
of the 7(a) and 504 program subsidy rates, that the administration considered shortening
the lookback period from which a program’s subsidy rate would be determined to 10 years
but that this idea was rejected? Why?

Each year SBA revises the subsidy rate for each of its programs based on new and updated
historical data. This enables us to more closely determine expected program costs.

In the past ten years, the U.S. economy performed better than any time in history. Using only
data from those boom years would not represent program performance over a variety of
economic conditions. To expect the next ten years to replicate the past ten would be
irresponsible.

The subsidy model must reflect the estimated cost of the whole life of a program, not simply its
best years. However, in FY2003 for 7(a) we did weight certain data to account for programmatic
changes and improvements.

Question 2: Does the SBA use the same lookback period for determining the subsidy rate
in each of its programs?

Generally yes. Programs that have reliable data collection systems are required to incorporate all
historical data into their calculations. SBA’s database has historical data available for analysis
starting in FY 1986, which is the start date for the lookback period for the 7(a), 504, and disaster
loan programs in analyzing defaults and recoveries. For the remaining programs, including
SBIC and Microloan, SBA uses a more limited data set, principally because these programs
either do not have usable data back to FY 1986 or did not start until after that date.

Question 3: How many of me 7(a) loans and 504 debentures that were made by year from
1987-1994 are still outstanding? What do they represent in terms of the total dollar volume
of loans or debentures made that year? Even though relatively few of those loans or
debentures are outstanding you still treat those cohorts equally in the subsidy rate
calculation with cohorts later in the decade when many loans made then are still on the
books. Please explain why?

The following lists the number and dollar amount of loans outstanding by their original approval
year (i.e. cohort), coupled with the original approvals for the years indicated.
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7(a) Loans # Loans $ Loans # Loans $ Loans % # Loans % $ Loans
by Approval | Approved Approved | Outstanding Outstanding | Outstanding | Outstanding
Year:

FY 1987 13,139 | $2,464,769,221 543 $63,857,614 4.13% 2.59%%
FY 1988 13,497 | 2,678,038,051 685 92,627,832 5.08% 3.46%
FY 1989 14,260 | 3,019,131,731 857 137,825,166 6.01% 4.57%
FY 1990 15,835 | 3,549,366,436 1,291 246,522,950 8.15% 6.95%
FY 1991 16,511 | 3,835,283,660 1,633 303,975,265 9.28% 7.93%
FY 1992 21,159 | 5,229,097,655 2,816 494,796,391 13.31% 9.46%
FY 1993 23,375 | 5,933,546,207 3,799 691,372,950 16.25% 11.65%
FY 1994 32,142 | 7,197,306,991 6,065 | 1,045,706,960 18.87% 14.53%
504 # Loans $ Loans # Loans $ Loans % # Loans % $ Loans
Debentures | Approved Approved | Outstanding Qutstanding | Outstanding | Outstanding
by Approval

Year:

FY 1987 798 $168,011,000 163 $14,465,414 20.43% 8.61%
FY 1988 1,063 247,918,000 192 20,933,408 18.06% 8.44%
FY 1989 949 242,233,000 177 24,167,098 18.65% 9.98%
FY 1990 1,155 317,403,000 328 56,127,303 28.40% 17.68%
FY 1991 1,352 392,676,000 485 88,742,224 35.87% 22.60%
FY 1992 1,512 439,721,000 852 168,352,196 56.35% 38.29%
FY 1993 1,813 555,400,000 1,251 263,838,882 69.00% 47.50%
FY 1994 2,608 840,317,000 1,884 437,980,408 72.24% 52.12%

As you noted, the subsidy rate calculations do not weight the cohort years by their relative size in
the portfolio but are an average of the overall experience of the program. There are many
weighting options that are available for analysis but it is often difficult to identify the actual
impact of the different variables. The current methodology assumes that on the average,
historical performance tends to approximate future performance of a cohort. This ‘reversion to
the mean’ assumption requires equal weighting of all loans issued. However, for the F'Y 2003
budget model, we weighted Preferred Lender Program (PLP) performance versus non-PLP
performance in the 7(a) program because the PLP program has had a discernible -- and expected
effect on the 7(a) program.

Econometric modeling can more reliably predict defaults and recoveries since it considers a
larger number of factors in predicting program performance into the future. SBA will use this
preferred modeling method for the 7(a) program in FY 2004 and for the 504 program in FY
2005.

Question 4: What is the average life, not the average maturity of a 7(a) loan? How about a
504 debenture?

The average life of the 504 portfolio is 13.24 years compared to an average maturity of 19.5
years. The average life of the 7(a) portfolio is 7 years compared to an average maturity of 14 to
15 years.
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Question 5: Why aren’t you using total loans and debenture activity in a given yearas a
weighting factor when determining a subsidy rate?

SBA has no reason to believe that the size of the loan program in a given year has any
relationship to the anticipated performance of that year's loans. Rather, the performance of the
loans is related to many factors, including the program structure, individual borrower
characteristics and economic factors. SBA will consider all of these factors in the proposed
econometric model that SBA is developing for the 7(a) program in FY 2004 and for the 504
program in FY 2005,

Question 6: SBA’s CFO office has testified before this Committee that the actual 7(a)
default rate is in the 8-10 percent range. Why is the subsidy rate assumption 12.87?
Explain the methodology for determining it. Is it the same methodology you use for the
disaster and SBIC programs? If no, why not?

The FY 2003 subsidy rate model for 7(a) included a calculated prediction of the cumulative
defaults for 7(a) loans to be made during FY 2003 as a percentage of the original loan dollars
disbursed over their entire life, which averages 14-15 years but can be as long as 25 years. This
percentage is 12.73%, not 12.87%. Using this factor in the subsidy rate model produced a FY
2003 subsidy rate of 1.76%.

This rate was calculated using a weighting method, in which loans projected to be made under
SBA"s PLP authority are predicted to perform differently (lower defaults) than those made under
non-PLP lending criteria. PLP loans are predicted to have a 11.98% default rate, while non-PLP
loans are predicted to have a 13.85% defauit rate. The PLP rate is weighted at 60%, representing
the assumed volume of PLP loans to be approved in FY 2003. The non-PLP rate is weighted at
40%, representing the assumed volume of non-PLP loans to be approved in FY 2003. All
available data was used for the look-back period of 16 years (FY 1986-2001) and is used for both
calculations. 12.73% is the combined default rate from this calculation.

This projected default rate of 12.73% is over one percentage below the FY 2002 rate and reflects
the incorporation of actual program experience for all cohorts in FY 2001 as well as the
introduction of the PLP vs. non-PLP weighting methodology introduced for FY 2003 This
modeling methodology follows Federal Credit Reform guidelines and takes into consideration an
economie time period of good and not-so-good times. Using a shorter lookback period would
not be as valid, as indicated in the response to Question 1. A more accurate method can be
obtained by using econometric modeling, and, as discussed later, SBA is planning to implement
such modeling in FY 2004,

Question 7: Have you ever met directly with the Trustees for the 504 program and
received from them the default performance for 504 debentures? Why not? Do the private
sector’s records of the 504 program’s performance match SBA’s?
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SBA has had continuing interaction with and receives data directly from Colson Services, Inc.
{Colson), the Fiscal and Transfer Agent under contract with SBA to provide a range of services,
and the Bank of New York, the trustee for the 504 program and Colson’s designated depository
and banking partner. Data on prepayments and defaults used in the subsidy rate model comes
directly from the Bank of New York together with SBA accounting data. Recovery data comes
from SBA’s internal accounting records.

SBA is confident that the data it uses is consistent with the data used by Colson for the 504
program. However, there are three reasons why confusion regarding the interpretation of data
between SBA and Colson might exist. First, Colson tracks performance of the debentures
relative to their date of disbursement, while SBA uses the date of origination to track
performance. The considerable lag time between origination and disbursement leads to a
considerably different view of data under these two methods. Second, Colson tracks
performance of the debentures relative to calendar years, whereas SBA uses Federal fiscal years
to track performance. As above, this can produce a different view of the data. Third, Colson
does not become involved in the Care and Preservation of Collateral (CPC) or the purchase of
the first lien position, as SBA must in its servicing and liquidation of defaulted debentures. As
such, Colson does not record or have knowledge of the nature of the expenses involved in these
transactions, which are a normal part of business transactions to recover debt.

Question 8: What is the gross recovery rate for 504 debentures? What is the net recovery
rate? What were these numbers last year? Why is the agency’s net recovery rate so poor?
After such a poor net recovery rate as reported in last year’s budget assumption, what
steps has the agency taken to reduce recovery costs?

The collection (gross recovery) rate for the 504 program used in the FY 2003 subsidy rate model
is 58.21%. This compares to a rate of 67.27% used for FY 2002.

The expense rate for the 504 program used in the F'Y 2003 subsidy rate model is 38.24%. This
compares to a rate of 40.35% used for FY 2002.

The net recovery rate for the 504 program used in the FY 2003 subsidy rate model is 19.97%.
This compares 1o a rate of 26.93% used for FY 2002.

SBA’s subsidy rate models consider all cash flows to and from the Government. As such, SBA
must estimate all payments from the Government to the public and all income into the
Government over the life of the 504 debenture. A default/purchase is a claim payment from the
Government. Likewise, any payments for expenses related to collection and liquidation, such as
purchase of a first lien from a lender or CPC (locksmith, appraisals, etc.) are payments from the
Government to the public and are estimated in the cash flows. These are offset by income to the
Government on the debenture, such as fees, and recoveries on the collateral taken. The cash
flows are discounted to the date of disbursement to arrive at the taxpayer subsidy cost. Colson is
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not involved in all these aspects of the 504 debenture process and so consequently does not
account for all cash flow transactions as the government must do.

The net recovery would necessarily be lower than the gross collections because it considers all
expenses incurred before, during and after the liquidation process.

A principal component of liquidation expenses is the purchase of the first lien from a lender. In
order to ensure that SBA does not unnecessarily purchase a first lien without seeing recovery
potential, the Office of Capital Access {OCA) issued guidance to field offices that required that
they analyze the transaction from both the expense (purchase} and income (recovery) sides to
make certain that the purchase is a wise investment. This ensures that SBA does not purchase a
first lien only to find that the ultimate recovery did not even cover the extra outlay of federal
funds. As aresult, SBA is confident that the purchases that it undertakes are appropriate and are
done to maximize recoveries to the government. However, SBA is in constant pursuit of ways to
reduce expenses.

Question 9: What assurance is there that SBA is not “cooking the books” and as a result
increasing the cost of the 504 program to borrowers by dumping costs unrelated to
recovery into the recovery assumption?

SBA is confident that all transactional costs associated with 504 debentures are appropriate.
SBA obtains additional assurance of this due to its audit processes. Costs include items such as
purchase of a first lien from the lender, CPC expenses (including things like locksmith services,
appraisals, payment of taxes or insurance)} and any other expense that is needed to maximize
ultimate sale recovery of the collateral.

Question 10: Your budget document says you want more 7(a) loans to be made through
the 504 program. In fact, a conference call was held with Regional Administrators telling
them this when in the current fiscal year, there are no budget constraints or anything else
that would warrant this. What is your statutory authority te tell a 7(a) lender it cannot do
a loan through the 7(a) program but rather that it must de it through the 504 program?
Please provide the committee with any written opinion on this from your Office of General
Counsel.

SBA’s Budget Request and Performance Plan for FY 2003 states that the Agency “will explore
creative adaptations to make the 7(a) program more efficient and effective. Some adaptations
SBA is considering include the increased use of the 504 program to finance larger loans for real
estate and long term capital equipment investment . . . .” Recent statutory changes in the 7(a)
program fee structure, which will be in effect for the two fiscal years beginning with FY 2003,
have forced an increase in the expected 7(a) program subsidy rate for FY 2003 from .88% to
1.76%. As a result of the subsidy rate change, the 7(a) program level for FY 2003 would be
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approximately $4.85 billion. At that program level, SBA anticipates that demand for 7(a)
financial assistance is likely to exceed the availability of 7(a) program funds.

In order to help the maximum number of small businesses in their quest to access credit, SBA
must ensure that both the 7(a) and the 504 programs are fully utilized at their anticipated
program levels in FY 2003.8BA approved approximately $2.3 billion in 504 loans in FY 2001,
falling $1.7 billion short of the total loan volume available. If those projects that are more
appropriate for 504 are steered toward that program, ensuring the complementary nature of the
programs, SBA couldfully utilize both the $4.85 billion requested for the 7(a) program and the
$4.5 billion requested for the 504 program. In order to do this, SBA believes that it may be
appropriate to encourage borrowers, lenders and Certified Development Companies (CDCs) to
utilize the 504 program for fixed asset/real estate loans. {It is important to note that a lender that
uses the 7(a) program can also participate on a 504 loan by providing the first mortgage portion
of the project financing.]

SBA Headquarters mentioned this concept with the Regional Administrators and said that it was
being explored as a possible way for stretching SBA’s limited loan authorities. SBA is also
considering a number of other possible program modifications that could improve its ability to
make more financing available for small businesses without increasing the cost to the taxpayer.

The Small Business Act and the Small Business Investment Act authorizes SBA to provide 7(a)
and 504 loans for a variety of purposes, including financing the acquisition of fixed assets,
including real estate. SBA’s Office of General Counsel is providing legal guidance as the
Agency explores its options to make the 7(a) program more efficient and effective. However,
there is no written opinion on this subject from the Office of General Counsel.

Question 11: What are your policy objectives with respect to the 7(a) and 504 programs?

The policy objectives for the 7(z) program are contained in its authorizing legislation. The Small
Business Act authorizes SBA to provide loans to qualified small businesses for a variety of
business purposes. The 7(a) program is intended to provide an alternate source of funding for
those small businesses that have the greatest difficulty in accessing financing through the
commercial marketplace. Experience has taught us that among those that have such special
needs are newly established businesses, businesses requiring small loans, businesses requiring
longer term funding, businesses in low and moderate income rural and urban areas and
businesses engaged in exporting.

Several years after the enactment of the Small Business Act, Congress took note of the fact that
existing loan programs were not adequate to fully address all the funding needs of small
businesses that required long-term fixed asset financing and therefore provided additional
legislative authority to meet this financing gap. Title V of the Small Business Act authorizes
SBA to make loans to foster economic development and to create or preserve job opportunities
in both urban and rural areas by providing long-term financing for small business concerns
through the 504 program. The statute provides policy objectives for the 504 program and
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mandates that each project funded under 504 be directed toward at least one of these objectives,
including: (1) creating, preserving and retaining jobs; (2) improving the economy of the locality
through stimulating business development, bringing in new income and diversifying its
economy; and (3) achieving enumerated public policy goals, including business district
revitalization, expansion of exports, expansion of minority, women and veteran business
development, rural development, enhanced economic competition, changes necessitated by
Federal budget cutbacks, including defense related industries, and business restructuring arising
from Federally mandated standards or policies affecting the environment or the safety and health
of employees.

Question 12: What are your statutory rights in implementing these objectives? What do
you need legislation to do?

In implementing these objectives, SBA’s authorization is provided in the Small Business Act and
the Small Business Investment Act. From time to time, SBA has proposed legislative
amendments that it believed would improve program delivery and management, and SBA has
worked with the Congress to enact the amendments. SBA is currently preparing a set of
legislative proposals to implement the Administration’s F'Y 2003 budget package. SBA looks
forward to working with the Congress to implement it.

Question 13: Compared to a conventional loan, what are the additional costs, both direct
and indirect, that a 7(a) lender must incur to make a 7(a) loan and what are the additional
costs that are berne by a bank and CDC in making a 504 loan?

For a 7(a) loan, a lender incurs the following costs that it does not have on a conventional loan:

> Collecting the ongoing guaranty fee of 50 basis points on regular loans and 25 basis points
on STAR loans (loans made to businesses affected by the terrorist activity).

> The guaranty fee, which is an up-front fee charged on the guaranteed portion of the loan
based on the loan size. [This fee must be paid first by the lender, but the lender may, and
usually does, charge the fee back to the borrower.]

» The cost of processing SBA loan application documentation after the application has
already completed the lender’s loan application. (Note: this does not apply to SBA
Express and Community Express where the lender uses its own documentation.)

> The cost of obtaining IRS and INS verifications that are not required for conventional
loans.

> The cost of monthly reporting to SBA on loan status and of sending the ongoing guaranty
fee payment to the SBA.



113

> The cost of collecting and processing the forms that SBA requires but would not be
required for conventional loans, such as Form 912, which requests personal history
information, including any record of criminal activity.

> For a loan that is processed but never disbursed, all up-front administrative costs that the
lender has incurred. [For a conventional loan, the lender typically charges a fee that
would cover these costs if the loan is never disbursed. SBA does not allow lenders to
charge such a fee.]

In a 504 project, the only direct cost to the first mortgage lender that it would nothaveona
conventional loan is a .5% fee payable to SBA on the first morigage. [We understand that this
fee is frequently paid for the lender by the CDC.]

Question 14: Are small 7(a) loans and smaller 504 deals more or less costly than the
average size 504 deal or 7(a) loan? If the ageney wants more, smaller loans to be made,
why isn’t it working with its lending partners to identify and reduce costs on those loans?

Because the absolute dollar costs may be similar for a small and large loan, the costs as a
percentage of the loan amount are higher on a smaller loan. In response to lenders’ concerns
about the higher cost ratios and borrowers’ concerns about the lenders reluctance to make
smaller loans, SBA introduced the LowDoc and SB4 Express pilot programs. Under LowDoc,
SBA reduced substantially the amount of SBA paperwork that a lender must complete to apply
for a loan guaranty for loans up to $150,000. SBAExpress took this approach one step further
and permits lenders to use their own forms and processes to approve, disburse, service and
liquidate loans up to $150,000. In exchange for these authorities, SBA provides a reduced
guaranty of 50% on SBAExpress loans. Both SB4AExpress and LowDoc loans are processed in
centralized processing facilities, with a streamlined approval from SBA (typically less than 24
hours for SB4 Express and less than 48 hours for LowDec). These changes in paperwork
requirements and processing procedures lessen the staff time required for the lender to receive an
SBA guaranty. This reduction in staff time translates directly into reduced costs to the lender.

Question 15: Please report back to the committee in 90 days with what the agency is doing
to reduce program costs.

SBA will comply with this request within 90 days as requested.

Question 16: Are the 7(a) and 504 programs delivered uniformly throughout the U. S. or
are some areas served better than others?
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The use of SBA programs varies by area. In some areas of the country, there is significant
competition among 7{(a) lenders. In other areas, the market is not as competitive. In addition,
some communities have a variety of sources of funding available for small businesses, including
state, local and commercial programs as well as the SBA guaranty loan programs. In those
areas, SBA may be called upon less frequently to provide loan guaranties.

SBA does not have a standard for determining whether a geographical area is adequately served
by the 7(a) program. However, SBA does have a regulatory standard for determining whether an
area is adequately served by the 504 program. Under this standard, SBA requires that a CDC
approve a minimum of one loan for each 100,000 in population averaged over the past two years
for each county it serves. [A list of counties that are not adequately served is maintained on
SBA’s intranet to assist SBA District Offices in marketing the 504 program to those areas. A
copy of that report is attached.]

SBA is reviewing all programs to ensure that they meet the needs of the small business customer
and that they are cost effective and customer friendly.

Question 17: What areas of the country are underserved?

Based on the standard in place for the 504 program, about 65% of the counties in the country do
not meet the one loan per each 100,000 in population. [A list with the counties in each state and
SBA’s determination whether the counties currently meet this standard is attached.] There is
clearly room for substantial growth in the 504 program. The 7(a) program is delivered by
commercial lending institutions. Many of the bank and non-bank lenders that participate with
SBA in the 7(a) program operate in wide geographical areas that cross state lines. These lenders,
together with local community lenders, provide a good network for providing access to 7(a)
loans across the country. Through this lender network, SBA believes that small businesses in
virtually all areas of the country have access to the 7(a) program.

However, since only 50,000 out of 25 million potential smail business customers take advantage
of SBA financing services annually, other markets besides solely geographic might be
underserved. SBA is looking to make sure all small businesses, no matter the geographic area or
market segment, have proper access.

Question 18: What has the agency done to market the program in those areas? What
success has it had? What does it need to do to address the issue?

The staffs in SBA field offices around the country make informational presentations at local
meetings of small business owners and individuals seeking to enter business. Agency personnel
also make regular presentations at military bases for personnel about to separate from military
service. SBA also has an ongoing local and national outreach program to market SBA's loan
products to private sector lenders. SBA field offices regularly contact lenders in their districts to
ensure that they are aware of SBA programs. As part of this contact, SBA offices provide hands-
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on assistance and training to lenders that are not familiar with the programs.

District offices conduct an annual training session for the lenders in their area. Staff from SBA’s
headquarters office attend national trade association meetings as well regional meetings designed
to increase lenders’ participation in SBA’s lending programs. SBA also relies on its network of
non-lending resource partners to market its loan programs. For example, the Small Business
Development Centers and Service Corps of Retired Executives (SCORE) counselors located
throughout the country are familiar with SBA’s financial assistance programs and regularly assist
small businesses in accessing these programs. Finally, SBA maintains a highly informative
website which receives 18 million hits per week so that entrepreneurs seeking assistance get the
counseling and other help that they need to start or grow their small businesses.

Question 19: What is your definition of geographically underserved?

SBA has not developed a standard to determine if an area is adequately served for the 7(a)
program but is looking at as part of its ongoing examination of its programs. SBA has developed
a standard of one loan per 100,000 population averaged over the past two years to use as a guide
for determining if a county had adequate 504 coverage. [See response to question 17.}

Question 20: Why can’t the Agency get lenders to make more 7(a) and 504 loans in those
areas?

SBA is looking at ways to better serve small businesses no matter where they are located. We
are looking at new products as well as ways to modify existing products. SBA reaches out to all
areas of the country to ensure that lenders are aware of the availability of these programs. The
lender determines whether it needs the credit enhancement provided by the govemment
guaranty. Many applicants qualify for a loan on a conventional basis. Others do not qualify for
credit even with the assistance of a government guaranty.

Geographic and population density differences make it difficult for SBA to provide a one-size-
fits-all approach to outreach and the encouragement of lending activity. In rural areas
particularly, the number of commercial loans is limited by low demand for products and services,
lack of access to bigger markets, lack of access or added expenses in obtaining raw materials,
transportation issues for supplies and finished goods, among other reasons. Lenders willing to
serve rural areas are often local community banks because the overall volume of business is not
sufficiently profitable for larger regional lenders to incur the expense of providing commercial
loans in sparsely populated areas. Also, lender exposure on rural commercial loans is greater
because it is harder to sell any commercial assets that may be acquired by the lender ifa
borrower fails.

Further, commercial lending depends on the judgment calls of both the lender’s loan officer and
SBA’s loan officer, if the loan is processed in a district office. Adding to the complexity is the
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fact that the economic environment is fluid, always shifting to accommodate changes in demand
for products and services which affect the lender’s best estimate of whether the borrower will be
able to pay back the loan from cash flow.

It is likely that rural local lenders may be more inclined to make loans without a guaranty during
good economic conditions because they know the borrower and business personally. In
worsening economic conditions they are probably more likely to seek a guaranty because the
likely smaller size of their portfolio results in greater sensitivity to exposure on any one debtor,

Question 21: You chese to contract with OFEQ to develop an econemetric model for the
7(a) program. That is the agency Aida Alvarez headed before joining SBA. Why did you
choose it, what are its particular qualifications, who else did you consider, and why did you
reject them?

OFHEO has expertise in statistical analysis and econometric modeling based on its government
oversight responsibility of Ginnie Mae and Freddie Mac. In addition, OFHEO has on staff Dr.
Robert Dunsky, formerly of PriceWaterhouseCoopers, who served as a contractor for SBA on
the asset sales program and thus has familiarity with SBA’s credit programs. Additionally, using
a federal agency like OFHEOQ is much more cost effective than using private sector firms. SBA
also has had a good working relationship with the Office of the Comptroller of the Currency and
continues to use its expertise in econometric forecasting.

Question 22: Itis quite clear that today’s subsidy rate calculations are wrong because of
erroneous information fed into the model. Why should Congress expect any difference
from the econometric model?

SBA’s subsidy model and the data that supports it arereviewed by OMB, GAO, SBA’s Inspector
General, SBA’s internal auditor and a separate external validation firm every year and agree that
the approach is reasonable and accurate.

Econometric modeling will improve accuracy in estimating the cost of programs. Econometric
modeling is a statistical approach that incorporates all relevant economic and programmatic factors
to project future performance. This differs from our current model that only incorporates
programmatic factors.

Question 23: How, after years of OMB and SBA presenting us with bogus subsidy
calculations for the 7(a) and 504 programs, how are you going te restore intellectual
integrity to the subsidy rate calculation process? This isn’t a Bush Administration
prablem-- it occurred in the Clinton administration too. It is an OMB problem.
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The subsidy rate calculation is not *bogus.” It has been validated by governmental and private
sector evaluators. Disagreements among experts do not affect integrity.

Fiscal responsibility is not a partisan issue. The Bush Administration is comumitted to preventing
unnecessary assumption of risk.

Question 24: An apparent objective is to reduce the size of the loan to $175,000. If you are
so interested in serving borrowers who need smaller loans, then please explain the agency’s
rationale for not adequately funding the Microloan Technical Assistance Program?

The Small Business Administration believes that the small businesses who have the greatest
need for the 7(a) program are those most historically under-served by traditional credit
markets. They are generally businesses who need to borrow $150,000 or less to start or
expand their businesses and they are often members of special population groups. In the past
few years, the average loan size for the 7(a) program has escalated to a high of $242,000 in
FY 2002. Through a focus on small loan products, SBA hopes fo be able to reduce the
average 7(a) loan size to about $175, 000.

The Microloan program serves the needs of even smaller businesses, those needing loans of
$35,000 or less. The Administration’s FY 2003 budget proposed funding for the Microloan
Technical Assistance program at $17.5 million, the same level of funding appropriated by the
Congress for FY 2002. In FY 2001, SBA received an appropriation of $20 million but was
unable to use more than $17.5 million to support technical assistance programs.

Question 25A: As an attempt by the agency to make up for its failing to fund the 7(a)
Program, you are proposing to make more 7a loans through the 504 program. What is the
agency’s position on having 7(a) lenders originate 504 loans?

SBA is not failing to fund the program. Congress passed legislation that changed the subsidy rate
after budget levels had been set, resulting in a lower 7(a) program level.

To maximize the efficiency of taxpayer dollars, SBA is examining all of its programs to make
sure that they are complementary and also serving the needs of small business customers.

Many 7(a) lenders already participate in the 504 program by providing the first mortgage portion

of the 504 project {typically 50 percent of the overall project). SBA is very supportive of 7(a)
lenders participating as first mortgage lenders in the 504 program.

Question 25B: What obstacles do you see for a 7(a) lender originating 504 loans?
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As noted in the response to Question 25(A), many 7(a) lenders already participate in the 504
program by providing the first mortgage portion of the 504 project (typically 50 percent of the
overall project). SBA is very supportive of 7(a) lenders participating as first mortgage lenders in
the 504 program.

Question 26: What is the justification of using a five-year lookback in the disaster program
but looking back to the mid-1980’s for the 7(a) and 504 programs? It looks like a double
standard to me.

The five year lookback in the disaster loan program is for estimating loan volume, not program
performance. That five year lookback is entirely different from the modeling that is performed
to determine program cost and performance measures such as defaults, purchases, payments and
collections for credit programs. How many years of data is used in the disaster modei? I think
that could be good to specify.

Question 27: What methodology do you use in determining the SBIC program’s subsidy
rate? What is the statistical basis for that subsidy rate? What is the role of the so-called
experts in determining that subsidy rate and who are they?

Due to the major restructuring of the SBIC Debenture Program and the introduction of the new
Participating Securities Program in the mid-1990’s, it was determined at that time thata
historical subsidy rate model would not be appropriate for these programs. Therefore, at that
time, the program experts in SBA’s Investment Division assisted in the creation of a subsidy rate
model that relied on “expert opinion” to assume various performance characteristics. But what
did the “experts” use as a proxy? Again, I don’t think this is a full answer. These characteristics
covered the major cost drivers in the subsidy rate, such as the level of projected defaults and
recoveries. Other program characteristics, such as fees, are determined by statute. However,
now that we have some (although limited) experience in the restructured programs, we also
incorporate actual program performance into the subsidy estimates.

This model will be looked at in SBA’s review of all aspects of programs. Because of limited

resources and due to a need to validate a basic model, SBA will be conducting these reviews
consecutively rather than concurrently.
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